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PROCEEDI NGS

CHAI RMAN MURIS: | wanted to wel cone everyone
to our new conference center. This is our inaugural
event, the first event in this facility, and we're quite
excited to be here. When we held a health care workshop
with the Antitrust Division last fall, we actually had to
have two overflow roonms. And the snow has obvi ously kept
things down a little bit today, but it's certainly nice
to have a facility where we can hold conferences,
wor kshops, roundt abl es.

We do a lot of this at the FTC and we noved our
staff into this building toward the end of |ast year, and
as | said, this is the inaugural event. So, | wanted to
wel cone you to this event, to these hearings on Health
Care and Conpetition Law and Policy, which we're jointly
hosting with the Departnent of Justice.

Over the next seven nonths, we'll devote 30
days of hearings to a variety of subjects in the health
care financing and delivering nmarkets. Consistent with
t he broad mandate of the Federal Trade Conm ssion, we'll
exam ne these issues through the |Iens of conpetition | aw
and policy, enconpassing antitrust, consuner protection
and conpetition advocacy.

Today, we're releasing a detailed agenda for
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t he next nonth of hearings and an outline for the bal ance

of the hearings. |In brief, March will be devoted to
hospitals; April to insurers -- | don't know if there's
any connection with tax nonth -- May to quality and

consunmer information; and June, to physicians and non-
price conmpetition. July and Septenber will cover a range
of subjects, including pharmaceuticals, |ong-termcare,
Medi care, renedies for anti-conpetitive conduct, and
i nternational perspectives on conpetition |aw and policy.
Each nonth, we'll hold three to five days of hearings.

I n keeping with the basic nedical insight that
di agnosi s nust precede treatnment, we'll gather the
i nformati on necessary to understand how the markets for
the financing and delivery of health care currently work.
We will identify and characterize particul ar exanpl es of
mar ket and regul atory failure and eval uate the costs and
benefits of various responses.

Around the FTC, we refer to all these
activities as policy research and devel opnent. Qur goals

are information gathering, dialogue and consensus

bui l ding. When the hearings are over, we will use the
information to prepare a conprehensive report. 1In the
interim we'll post the testinony and docunentation on

our website within a few weeks of each hearing.
The hearings will provide the npst up-to-date
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5
and in-depth information avail able on the performance of
various sectors of health care. The hearings should al so
hel p us make our decisions regardi ng enforcenent and non-
enf orcenent nore transparent, which will be of
consi derabl e benefit to the health care bar

These hearings are not the first foray of the
Federal Trade Conm ssion into health care. In the md-
1970s, when | was an Assistant to the Director of the
Pl anning Office, ny first job at the FTC, we established
a task force to investigate occupational regulation in
several industries, including health care. 1In the
intervening three decades, the antitrust and consuner
protection authorities; for antitrust, the FTC and DQJ;
and for consuner protection, the FTC, have been a
constant presence in the health care marketpl ace,
bri ngi ng enforcenent actions agai nst hospitals,
physi ci ans, trade associ ations, pharmaceutical conpanies,
promoters of fraudulent cures, and a wi de range of other
i ndi vidual s and entities.

These are also not our first meetings about
health care and conpetition |aw and policy. Last
Septenber, we held a two-day workshop on health care in
whi ch we exam ned nunerous issues. These hearings are
certainly our nost anbitious foray on the subject.
| ndeed, whet her one judges by the nunmber of days, the
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scope of the subjects covered or the comm tnent of
resources, these hearings are one of the nost anbitious
policy R& initiatives in the Comm ssion’s history.

|"m particularly pleased that a full seven days
will be devoted to consuner information issues in health
care. In the past, the focus of our consumer protection
initiatives in health care has been fraud and deception,
i ncluding the deceptive advertising of diet supplenents
and mracle cancer cures. Yet, consuner information
problens in health care are obviously not limted to
fraud and deception. Informational asymretries in health
care are pervasive, particularly regarding quality. The
hearings will accordingly address the availability of
information regarding the quality of care provided by
hospital s, physicians, nursing hones and other providers
of professional services.

Measuri ng and di ssem nating information about
health care quality raises conplex issues that we wll
expl ore at length. One of these issues is the historical
opposition of professional organizations to the
advertising of cost and quality information regarding
pr of essi onal services. The Comm ssion has | ong advocated
using conmpetition to deliver truthful and accurate
information to consumers, and has consistently supported

the voluntary disclosure of truthful, non-deceptive
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i nformation by market participants.

Qur position is the sanme as that of Nobel
Laureate George Stigler, who once observed that
advertising is an immensely powerful instrument for the
elimnation of ignorance.

These hearings also will help provide a factual
foundation to respond to the Supreme Court's challenge in
California Dental. Qur enforcenment efforts involving
advertising in the professions nmust be based on actual
enpi rical evidence, not on assunptions and presunptions.

Quality is a crucial part of the conpetitive
m x when purchasing health care. Conpetition |aw does
not hinder the delivery of high quality care. W wll
al ways consider argunents that a particular transaction
or certain conduct will inprove quality. Conpetition |aw
al so does not prevent efforts to dissem nate information
about what providers perceive to be barriers to enhanced
quality.

The favorabl e advisory opinion earlier this
nmonth fromthe staff of our Bureau of Conpetition
respondi ng to the request of physicians in Dayton to
coll ect and di ssem nate information regarding fees and
qual ity exenplifies our position in this area.

VWhen t he Federal Trade Conm ssion began in
1915, it enconpassed both research and enforcenent.
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8
These hearings grow fromthe forner, but we hope and
expect they will contribute to the latter. In
particul ar, we want to know what we are doing that we
shoul d stop and what we are not doing that we should
begin. Qur goal is to ensure that our enforcenent uses
the best avail able econom c theory and the best possible
under st andi ng of the underlying facts. The hearings
present a useful, non-adversarial setting to exam ne
t hese issues.

There's no question that applying conpetition
and consunmer protection |aw and policy to health care is
chal | engi ng, particularly when the issue is quality of
care. Yet, the market is the engine for ensuring that
t he one-seventh of our GDP spent on health care results
in the efficient delivery of the services Anmericans
desire.

Aggr essi ve conpetition pronotes | ower prices,
hi gher quality, greater innovation and enhanced access.
More concretely, in health care, conpetition results in
new and i nproved drugs, cheaper generic drugs, treatnents
with | ess pain and fewer side effects, and treatnents
offered in a manner and | ocation consuners desire.

Antitrust |aw exists to stop those who would
interfere with these outcones in favor of their own self-
interest or their idiosyncratic view of what patients
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9
actually need. Theory and practice confirmthat such
interference with conpetition is far nore likely to hurt
consuners than to help them

We do not have a preexisting preference for any
particul ar nodel for the financing and delivery of health
care. Such matters are best left to the marketpl ace.

What the Comm ssion does have is a conmmtnment to vigorous
conpetition along both price and non-price paraneters.

Let me close by acknow edgi ng that hearings
such as these do not take place at all, |et alone include
the talent we have assenbl ed over the next three days,
and are assenbling over the next seven nonths, w thout an
extraordi nary degree of hard work and conmm tnment at both
the FTC and the Departnment of Justice.

As Chairman, ny job is to pick the right people
to nake sure the work gets done and done well. Here at
the FTC, these talented people include Bill Kovacic, our
CGeneral Counsel; Susan DeSanti, the Deputy GCeneral
Counsel for Policy Studies; David Hyman, Special Counsel,
currently on loan to the Comm ssion fromthe University
of Maryl and School of Law and he has the distinction of
having both a JD and an MD; Sarah Mathias fromthe
General Counsel's Ofice; Nicole Gorham a paralegal in
t he General Counsel's O fice; and Angela W/ son, an
adm ni strative assistant fromthe Policy Studies G oup.
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10
| especially wish to thank ny fellow Comm ssioners for
supporting these hearings.

| hope you will find these hearings to be both
educati onal and enjoyable. As Bob Pitofsky, ny
predecessor, noted in a speech on health care he gave six
years ago, in health care, as in no other area, there
appears to be a recurring need to return to first
principles and to talk about why conpetition and
antitrust enforcement makes sense. These hearings mark
our attenpt to return to first principles and talk and
i sten about why conpetition, antitrust enforcenment and
consunmer protection make sense in health care.

Let me now i ntroduce Hew Pate, my counterpart
at the Departnent of Justice, who will make sone openi ng
remarks as well. Hew is the Acting Assistant Attorney
General of the Antitrust Division. Prior to his current
appoi nt nent, Hew served as Deputy Assistant Attorney
CGeneral in the Division. Before joining the Departnent,
Hew had a very successful career at the |law firm of
Hunton and WIllians as a partner in their antitrust
group. He litigated cases relating to the conpetitive
process, including antitrust, patent, trademark, trade
secrets, false advertising and business torts.

Hew has al so had the wonderful opportunity of
clerking for several outstanding jurists, Suprene Court
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11
Justice Kennedy, fornmer Supreme Court Justice Powell, and
Judge Harvie W I kinson of the U S. Court of Appeals for
the Fourth Circuit.

' m delighted to have the opportunity to work
with Hew and his coll eagues. One of the great pleasures
of working in the governnent is the opportunity to neet
and to work with people as outstanding as Hew, and |I'm
especially pleased that the FTC and the Division are
wor ki ng together to hold these hearings.

Pl ease wel cone ny col |l eague, Hew Pate.

(Appl ause.)

MR. PATE: Thanks very much, Tim [It's a real
pl easure to be able to participate in the first day of
these joint hearings on the topic of health care and the
role of conpetition |law and policy in the health care
arena. The great playwight, Menander, is credited with
saying that health and intellect are the two bl essings of
life. Well, if that's right, | guess this is the place
to be. And on the intellect front, we certainly are
going to be blessed with a nunber of speakers that have
been assenbl ed through the hard work of our staffs at the
FTC and the DQJ.

We have an inpressive |list of speakers just
t oday, including Thomas Scully who will be joining us.
So, | want to be very brief in covering three points.
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12
The first is to underscore the Antitrust Division s past,
present and future comm tnment to vigorous enforcenent in
the health care arena.

The second is to nention, fromthe DQOJ
perspective, sonme of the highlights anong the topics that
we will examne this spring during the parts of these
hearings that will be hosted at the G eat Hall over at
Main Justice, primarily dealing with the payer side of
the field. And third, I think this is a perfect occasion
to nention the great public benefits that |I think are
produced by having coll aborative efforts by two separate
conpetition and consuner-oriented agenci es working
toget her on projects of this type.

Turning first to the Division's activity in
this field, I don't want to belabor the statistics that
all of you are famliar with denonstrating that health
care is an extrenely inportant part of the econony, nor
that the figures showing that the rise in health care
costs is really a critically inportant public policy
issue in the United States today.

Let me sinply say together with Tim that while
there are likely to be many factors that have influenced
increases in health care costs and likely to be many
conplexities in terns of dealing with the situation, we
share with Tima faith in open conpetition in the market

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

13
as a very critical conponent to containing health care
costs and to providing the best quality of services for
CONSUNers.

At the Division, for our part, we are trying to
back that conmm tment up through vigorous enforcenent of
the antitrust laws. Qur |awyers, at different tines,
have done that in different shops. W used to have a
Professions and Intellectual Property Section. W have
had, at various tinmes, a health care task force. W now
have, under the | eadership of Mark Botti at our
Litigation |I shop, a strong group of health care | awers
supported by econonmi sts from our econom c anal ysis group,
and we're very active in this field, not only in terns of
litigation, but in providing guidance jointly with the
FTC, as was the case with the policy statenments on health
care adopted in 1993 and then revised in 1996.

I n the past decade, the Division has brought
nearly 20 cases and we've issued over 55 business review
letters in this field. Just in the second half of 2002,
| m ght mention four major health care initiatives that
were brought to fruition, our Muntain Health Physicians
Decree, which was a case involving a joint fee schedul e
adopted by a group of physicians in North Carolina,
where, in an unusual decree, the Division obtained the
di ssol ution, the disbandnent, of a provider organization
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t hat was engaged in anti-conpetitive activity. Recently,
we issued a business review letter simlar to Tims in
t he Dayton case, our Washington State business review
letter, trying to outline the situations in which it is
legitimate for providers to share information in a way
that can provide pro-conpetitive benefits w thout running
af oul of the antitrust |aws.

Wth respect to litigated cases, we conpleted
the trial late |ast year in our Dentsply case, which was
a case involving distribution in the artificial tooth
i ndustry, a trial that was headed up by Bill Berlin, who
is one of the people here today and is working on these
hearings, on our side. And then finally | would nention
our Federation of Physicians and Dentists case, also from
| ate | ast year, where we obtained a stringent decree
prohi biting collusive activity, which would have forced
health plans to pay increased fees.

On the current investigative efforts side,
whil e, of course, | can't go into details of cases that
are open, | mght just point out the degree to which our
efforts are focusing on the conduct of health plans.
We're |l ooking right nowinto two separate nmatters that
focus on the manner in which health plans narket and
price their products, both to enployers and to other
groups. One of these focuses on punitive collective
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action by the plans and another focuses on potentially
guestionabl e unilateral conduct. W have an active
inquiry into a national joint venture anong plans that
requires us to consider the potential benefits of
coordi nation anong health plans in different markets in
contracting for national and regional accounts.

We're exam ning, |ikew se, the conduct of plans
vis-a-vis providers. W have open inquiries into a joint
venture anong plans and contracting with provider
net wor ks, open matters with respect to the inposition of
nost - favored nation pricing by another plan, and
i kewi se, an allegation that groups of plans have
colluded in the setting of provider fees. As to that
|atter matter, we're currently exploring whether a G and
Jury shoul d be convened in connection with the facts that
are uncovered there.

The conpetitive concern in all but one of these
matters focuses on whet her payer conduct has reduced the
quality or raised the price of plans to their custoners.
The remaining matter focuses on allegations of collective
nonopsoni zation which is a topic that the Division is
continuing to study in response to allegations by
providers, including allegations contained in the
recently released study fromthe Anerican Medi cal

Associ ati on.
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By no neans do | aimto suggest that our work
is confined to the health plan area. W certainly wll
be active on any appropriate front where we see the need
for enforcement. We continue to exam ne a nunber of
al l egati ons of physician collective bargaining that have
exceeded appropriate bounds. W' re also taking a close
| ook at issues of integration and conpetitive effects in
regard to a consunmated hospital joint operating
agreenent, as well as a network of hospitals engaged in
joint contracting. We, |likew se, have two active matters
i nvol vi ng nmedi cal equi pnent and products.

So, the point I want to nake is sinply this,
that the Division has a very strong core of attorneys and
econom sts responding to a variety of Congressional
citizen and industry concerns, and that is going to
continue to be the case.

Wth respect to previewing the role of the DQJ
in these hearings, we are devoting substantial resources
to the hearings and it is really a highlight of nmy work
at the Division as Acting AAGto be able to participate
with Tim who has such a |long history of |eadership in
t he application of conpetition |aw and consumer
protection law in the health care field.

We're going to be actively involved in all of
the antitrust sections of the hearings, while, of course,
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17
the FTC will take nore of a single role with respect to
consuner protection, just as we would take a nore
exclusive | ead on any exam nation of crimnal enforcenent
i ssues. But these are truly joint sessions by the two
agenci es, which you can see right down to the detail of
the nanme tags that all of you have been provided wth,
the seals of both agencies together.

As to what we're going to be doing in our
sessions at the Great Hall, unless these hearings reveal
sonething different, we think our activities during the
hearings will confirmas our key, or a key enforcenent
priority, evaluation of health insurer activity.

Let me just nention a couple of issues that we
intend to highlight. First, health insurance nonopoly.
We were told at the Septenber workshop that one of the
key trends shaping health care markets today is
continui ng consolidation, including consolidation anong
health plans. One panelist indicated that nore than 350
nmergers and acqui sitions took place over the five-year
peri od between 1995 and 2000. I ncreasingly,
consol i dati on has been across geographic markets as
nmergi ng parties have been national firns and regi onal
Bl ues.

These hearings will explore whether
consolidation in this sector is likely to give rise to
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mar ket power. We will encourage our diverse panelists to
di scuss the various conpetitive effects theories that
m ght predict higher prices to consuners, or a reduction
in quality follow ng a nmerger, and we expect that
di scussion to range across issues of unilateral effects,
coordi nated effects and auction theories, as well as
devoting substantial time to whether there is a potenti al
for conpetitive entry in this area that will constrain
potential injury to conpetition.

On the health insurance nonopsony side, we're
going to be looking to gain further insight regarding the
condi ti ons under which plans m ght obtain and exercise
nonopsony power agai nst providers. NMonopsony, obviously,
is the termused to describe nmarket power being exercised
by buyers over sellers. And in the health insurance
i ndustry, payers are both sellers of insurance to
consunmers and buyers, for exanple, of hospital and
physi ci an services. And many provi ders accuse insurance
conpani es of forcing themto accept unreasonably | ow
rates and unattractive contract terns in ways that they
say inpact quality of care and other issues for
CONSUNers.

I n response, payers cite substanti al
conpetition anong health insurers seeking strong provider

panel s and they cite a consuner backl ash agai nst nmanaged
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care. Payers say that providers thus have nore | everage
because i nsurance conpani es nust now have networks with
| arge nunmbers of physicians or specific physicians in
order to respond to consunmer demands. We expect to have
a robust debate on this issue during these hearings, to
put it mldly, and we | ook forward to it.

Let me just close with a couple of comments on
the value of DQJ/ FTC col |l aboration. This is only the
second tinme that the Antitrust Division and the FTC have
jointly hosted and sponsored a series of hearings. Tim
Muri s deserves great credit for pronoting this concept,
first in the intellectual property hearings that we
concl uded | ast year and on which our staffs are now
wor ki ng toward conpletion of a joint report, and it's not
surprising, given Tims background in the health care
field, that this would be the subject for the next set of
joint hearings in the area.

Timand | certainly view the work of the two
agenci es as conplenentary and we expect to benefit from
the hard work of our staffs in assenbling these prograns,
wor ki ng t oget her.

For my part, let nme just thank sone of the
fol ks who have been involved on the DQJ side. Debbie
Maj oras, who's the Principal Deputy here, has been
personally involved in trying to drive these hearings
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forward, which | greatly appreciate, given the w de array
of enforcement work that she's got to do right now during
the transitional period we are in at the Division.

Li kewi se, Special Counsel Leslie Overton has, along with
Bill Berlin, a great deal of day-to-day organi zati onal
responsibility. | hope that those of you with an
interest in these hearings and their success w |l nake
yoursel ves known to Bill and to Leslie and feel free to
pass on to them your input for how we can make the range
of sessions nore productive.

From a broader perspective, | think these
hearings really exemplify the benefits of having two
separate agenci es working on conpetition related issues.
Per haps the benefits are unintended. There's certainly a
| ot of folks who point out that nobody woul d have
designed a systemwith two separate Federal agencies with
so much overl apping responsibility. | think nmaybe this
is alittle sinplistic and it ignores the fact that sone
of life's nost effective arrangenments really are the
product |ess of an el egant design than of historic
accident and a lot of hard work in the intervening years.
That's the case with the Antitrust Division and FTC. And
we hope that our overl appi ng and, hopefully,
conpl enmentary efforts can provide real benefits to the
cause of pronoting conpetition for the benefit of
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CONSUNers.

The agencies differ, of course, in many ways.
The Division is charged with crim nal enforcenment, for
exanpl e, which is not part of the FTC s authority.

Li kewi se, the FTC has inportant consuner protection
functions that we don't share at DQJ. It mght be fairly
said that at the Division, not surprisingly since we're a
conponent of the Justice Departnent, we see ourselves
nore primarily as | aw enforcenent. Likew se, | think
sone of ny coll eagues at the FTC take a great deal of
pride in the FTC' s policy | eadership and ability to do
enpirical research

None of this is to say that the FTCisn't a
great enforcenent agency or that we're not interested in
policy, but ny point is that there are differences of
approach at the agencies and | think the public can
benefit fromthis. This happens in our day-to-day
operations, whether it be a crimnal case referral from
the FTC to the Division, or to the benefits that our
| awyers derive fromrelying on the research and policy
| eadership and enpirical work that the FTCis so well
suited to and was created to do.

It even happens in areas of overl apping
interest and through initiatives that are sonetines
spurred by a little bit of friendly rivalry, and that's
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not a bad thing so long as we avoid inefficiency and
dupl i cati on.

Obvi ously, | think these joint hearings are
really an exanple of FTC/DQJ col |l aboration at its best,
and |'mvery happy to have had an opportunity to
participate in opening the hearings and | ook forward to
seei ng many of you as the hearings go forward over the
next nonths.

Thank you very nuch.

(Appl ause.)

CHAI RMAN MURI S: Thank you very mnuch, Hew.
It's now with great pleasure that | introduce nmy friend,
Tom Scully, who will deliver our keynote address. Tom
has had a very inpressive career in both the public and
private sectors. Currently, as you know, he's the
Adm ni strator of the Centers for Medicare and Medicaid
Services at the Departnent of Health and Human Servi ces.

|"ve only now gotten used to calling it CMs.
It's responsible for the nanagenent of Medicare,

Medi caid, the State Children's Health I nsurance Program
and ot her national health care initiatives. Hew was
t al ki ng about nonopsony. Well, Tom nay be a nonopsoni st.

(Laughter.)

CHAIRMAN MURIS: CMS is directly responsible
for one out of every three dollars spent on health care
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in the United States. CMS insures over 70 mllion
beneficiaries, including the elderly, disabled and sonme
of the I owest inconme individuals in the country.

Before joining CMS, Tom served in nunerous
positions. He worked at the White House as Deputy
Assi stant to the President and Counselor to the Director
of the Office of Managenent and Budget, and as the
Associ ate Director of OMB for Human Resources Veterans in
Labor or HRVL, as it used to be called, from 1989 through
1992. Tomand | are both OVB aluns and have often
di scussed health care issues together. 1'd like to say
that all the discussions were about |ofty issues about
patient quality and the direction of health care, but
that woul dn't be conpletely true.

One of the first discussions we had was in a
nmeeting when | was out of the governnment, but | was
brought in to chat with Tom about creep and whet her there
was a distinction between real creep and codi ng creep.
This is in the reinmbursenment fornula for hospitals. W
al so spent tine discussing arcane issues such as the MEI
and the new-then Physician Rei nbursenent System which
continues to this day to be a prom nent part of Tom s
life.

But | have seen, firsthand, his dedication to
i nproving the health care systemas well as to mastering
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t hese arcane details. In the private sector, he was
Presi dent and CEO of the Federation of American Hospitals
and earlier a Partner in the D.C. firmof Patton Boggs,
L.L.P. So, I'm honored that Tom has cone today, and
pl ease wel conme ny friend and col | eague, Tom Scul |y.

MR. SCULLY: Thank you. |'m honored to be in
the same roomwith Tim who's probably the smartest guy |
know i n Washi ngton. So, he's given nme a |ot of great
advi ce over the years. | don't know Hew as well yet, but
hopefully with nore interaction between CMS and Justice

on antitrust issues, that should make the crowd happy to

start.

(Laughter.)

MR, SCULLY: We'll get to know each other a | ot
better. But we are OMB alunms. There is kind of a little

OMB mafia that's left over fromall the years of people
at OMB, and Tim s been very helpful to me in a | ot of
ways over the years. But he's a nmuch smarter guy than I
amon all these issues. But we've spent a lot of tine in
the | ast couple years working on this and | hope to work
together a lot nore.

| was -- | told Timbriefly -- a really bad
antitrust lawer. | have to switch careers every couple
years. When you're not very good at anything, you got to
-- in fact, my law review article in antitrust 20 years
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ago, | think my nomread it. |'mnot sure anybody el se
ever read it. |It's probably been buried in those | aw
libraries. So, | can't claimto know anywhere near as

much as either of these guys, but |I do really think as
sonebody who's a regul ator and probably the biggest price
fixer left outside of what's left of Eastern Europe, |
really have al ways believed that if you're a nmarket-

ori ented, conservative econom c type person, the nost

i nportant regulation on the market is antitrust

regul ati on and bal ancing markets to make sure that no
particul ar piece of the market gets out of hand.

|"ma big regulator, we regulate an awful | ot

of -- and I'Il get into that in a few mnutes -- we fix a
| ot of prices for a lot of people. | hate fixing prices,
but as long as | amwhere | am | try to be the best

price fixer | can be. But the nature of the beast makes
the market a little strange, which I'll get into. But if
you really want to make sure that the econony works and
you're a Republican and you' re a noderate conservative
and you actually believe in balancing the markets and
maki ng sure that nobody gets excessive nmarket power is
pretty critical, and I think that's why, as inportant as
anything | do in Medicare or Medicaid, having Justice and
the FTC nmake sure that market power doesn't get out of
hand for anybody is really critical. And I'Il tal k about
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that primarily for the next few m nutes.

Before |I circle back to antitrust, let me talk
about health care markets. First of all, | think when
you tal k about health care markets and health care, it's
ki nd of an oxynoron. The fact is, the health care
mar ket, whatever there is in health care, is extrenely
mut ed and extrenely screwed up and it's |argely because
of nmy agency. For those of you who don't follow CMS,
whi ch used to be called HCFA, we changed the name because
it was so well loved. | always say it's kind of I|ike
when Enron comes out of bankruptcy, they'll probably
change their name. So, HCFA -- Secretary Thonpson and |
deci ded to confuse everybody. W changed the name to CMS
for a couple of years so people wouldn't realize we're
actually HCFA. So far, it's worked reasonably well.

(Laughter.)

MR. SCULLY: But there were a | ot of reasons.
Because we're so big and we are so extensively involved
in the health care field, both in Medicare and Medi caid,
t hat you obvi ously, when you're spending that kind of
noney and you're -- our budget, if you count both hal ves
of Medicaid this year, is $570 billion is the projection
for 2004 that just came out. $570 billion. [It's $450
billion just directly for us and another $120 billion
that the states will spend through us on Medicaid. So,
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it's alot of noney and it affects every sector of the
health care field.

Generally, one of the things |I've found -- 1've
never been really good at maki ng peopl e happy, as Tim
knows. That's your training at OMB. You train for years
how to nmake people m serable and we both succeeded in
sone cases. But when you're fixing rates for hospitals
and docs and other things, they' re never really quite
happy. And when you have large, incredibly conplicated
formul as, you nake nm stakes that don't make peopl e happy.

But the bottomline is there really isn't nmuch
of a health care market and the reason is that when you
| ook at a hospital, for instance, 57 percent -- Mndy is
here sonmewhere. | was reading the AHA's comments
yesterday. Fifty-seven percent of the average hospital's
revenues cone from Medi care and Medicaid. So, if you're
sitting there as a hospital adm nistrator and you're
| ooking at 57 percent of your revenues com ng from
Medi care and Medi caid, probably 6 or 7 percent are
i ndi gent care, the market forces you have to deal with in
the private sector on insurance are pretty nuted. It's
not much of a market. Let's kind of kick the ball and
drag the governnment al ong when you're setting prices for
everyt hing el se.

In the nursing home field, 82 percent of the
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nursing honmes in this country are now filled with either
Medi care or Medicaid patients. That doesn't |eave a
whole lot left for the private sector to change the
nursing honmes. It depends on the physician, but many
physi ci ans and many physician specialties treat -- 70, 80
percent of their patients are Medicare patients. So,
that doesn't | eave a whole lot of flexibility to
negotiate with the private sector.

So, you inherently have a pretty limted market
force in the health care market as it is. And what's the
reason for that? | only have 40 mllion seniors in the
Medi care program but obviously seniors consume the nost
health care. And even though they're only one out of
seven Anericans, seniors and with Medicaid together
generally consume about half the health care in the
United States. So, when the governnment, either Federal
or State, is fixing prices, the rest of the market's
flexibility to respond to that is kind of nuted.

So, while I'"ma big advocate of instilling and
restoring conpetition whenever possible in the health
care market, by its nature, it's always going to be a
little bit limted and it's never going to be
particul arly responsive, and some people don't believe
there's a role for the markets in health care. | don't
happen to be one of them and |, obviously, don't think
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Timor, | guess, Hew are either. But you have to | ook at
the fact that when you' re tal king about health care,
you're |looking at a market that is not structured |ike
mar kets for anything else in our society and probably

shoul dn't be.

But there's still a place, | think, for it to
work. | think health care, for nme -- and for those of
you -- | assunme a lot of you are health care people. A

ot of ny friends on the Denocratic side think we need

singl e payer health care. Well, we already have single
payer health care. |If you're over 65 years old, we have
a single payer. Medicare is a single payer, national

health systemand it's a wonderful system There's
nobody over the age of 65 that's uninsured. But it's an
unbel i evably archaic, crazy, nutty system where we do a
ot of -- we essentially fix prices for everything.

Just to give you the nost recent exanple, for
the doctors -- a formula I was involved in in 1989 -- the
Physician Pay Reform We cane up with a better way to
fix prices than the old way to fix prices in 1989. |
don't like fixing prices, but it was better than the old
way. |t was broken and we nade a m stake. So, | ast
year, every doctor in the country got a negative 5.4
percent reduction in their base paynent in health care
because we screwed up the fornula. W nade an acci dent.
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Congress had to cone back and fix it. That's a pretty
crazy way to pay physicians.

On top of that, this year, until |ast week when
Congress finally fixed it, we were going to give them
anot her negative 4.4 percent reduction in their paynents.
So, when you're getting these big national price-fixing
schemes, not only are they not necessarily working,
they're not flexible and they don't reward people for
quality, but they also do stupid things |ike have, you
know, cumul ative 11 percent paynment reductions over two
years for docs, which had it not been fixed | ast week,
you woul d have seen every one of your grandnothers going
to a doctor's office in the next few nonths and them
sayi ng, sorry, we don't take Medicare patients anynore,
whi ch woul d not have been a pl easant thing.

So, there are wonderful things about Medicare,
but I don't know of anybody, Denocrat or Republican, that
woul d take $270 billion, which is the Medi care budget
this year, and create what we have. [It's a 1965 broken
system and we're going to do a lot of things to try to
fix it. But it is what it is. It domnates a |ot of
heal th care.

And even if you're the private insurance
mar ket, you find that Medicare rates are frequently
pi ggybacked on even if -- if you don't think Medicare
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affects everything, | can tell you that I was on the
board of Oxford Health Plans, the biggest HMO in New York
for eight years, and Oxford' s rates for physicians were
all piggybacked off Medicare rates. So, even in the
private sector, the government price fixing kind of
trickles down in everything and has a really negative
i npact on the market.

Under 65, we have an incredibly dynam c health
care market. You can buy anything you want. High
deducti bl e, | ow deductibles, PPCs, HMOs, fee for service,
anything you want. But we also have a cherry picking
mar ket where we have | ots of people, 40 mllion people
uni nsured. So, we have a wonderful single payer broken
nodel that covers everybody over 65 and an incredibly
capitalistic dynam c market that cherry picks everybody
and | eaves an awful |ot of people uninsured under 65.

The mar ket under 65 works reasonably well, but
it's dragged down a lot by the market over 65 and it's
incredibly inequitable and it |eaves an awful | ot of
peopl e uncovered, which is obviously another problemthat
we hope we're going to work on.

But it is really the one size fits all price
fixing that really, in my opinion, screws up the system
and nmakes the market in health care so difficult to
either nonitor, follow or really understand what's
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happeni ng.

So, it's easy to say the systemis broken,
which | think everybody's been saying in health care for
25 years. | guess the question is, then, which Paul my
answer -- in fact, | should note here that you have
probably two of the only -- health care is not a bastion
for market-oriented people. 1In fact, if you had a health
care market conference, the only two guys | know that
woul d probably show up are Paul G nsburg and Mark Pauly.
That's probably unfair. But there aren't a whole |ot of
-- it's not a place where you see a | ot of big market
thinkers in health care and you, obviously, have two of
t he best ones here today.

But what do you do to try to fix it? Congress
has been struggling with the Medicare reformand we're
going to struggle again for years. W' ve been struggling
with Medicaid reform Fundanmentally, we're probably not
going to fix the systemovernight. |[|'ve been working on
health care issues since | quit being an antitrust |awer
actual ly, about 20-some years. And one thing | can say
is, very little has changed in health care. W talk
about big legislative changes all the tinme and we're
hoping to pass one this year. But the reality is, very
little changes.

I f you | ook at the fundamental structure of

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

33
Medi care and Medicaid, they're virtually the same today
as they were in 1980. | hope we get sone things fixed,
but I try to be realistic, and I think the odds are not
great that we're going to get overwhel m ng changes.

So, if you're in nmy position or you're in Tonmmy
Thonpson's position, ny boss who runs HHS, what do you
do? M viewis, you try to find ways you can to instil
mar ket awareness into the systemto make it nore reactive
and make it work better.

And one of the things we've really focused on,
|"ve focused on, is quality. It drives nme crazy that
sonebody flew into Washington, D.C. for this conference
today. If you |anded at the airport, you can find the
best cab conpany, the best car and driver, the best
hotel, and the best hot pizza, but if you had a heart
attack, you'd have no clue where to go to get a bypass
because nobody woul d know who has the best heart bypass
program i n Washi ngt on, nobody woul d know who does the
best hip replacenments. There's no information out there.

So, if you're trying to instill any market
awar eness, no market works if the consuner has no
information. Now, obviously, you would hope that the
consumer has some skin in the game and is actually paying
sonet hing, which in health care frequently we are, and in
nost cases, seniors don't pay anything. They generally

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

34
are conpletely insured with first dollar coverage, once
you get through Medicare and Medi gap. So, their own
mar ket awareness is pretty nmuted, but at |east you want
them to know where do you go for the best hospital care,
where can you find the best nursing hone, where do you
get the best home health agency. There's virtually
not hi ng out there.

We pay every hospital in Washington, D.C the
exact sanme anmpunt, varying depending on whether they're a
teaching hospital. But if you ignore those details, they
all get paid the sane anpbunt for a hip replacenent and
t he sanme anmobunt for a heart bypass, if you're the best
hospital or the worst hospital. There's nobody in this
room including the health reporters, that could tell you
whi ch the best one is. M father had a heart attack
three years ago in Maryland and | had a half an hour to
find the hospital. | ran the second-biggest hospital
association in the country then and I had a half an hour
to tell the guys where to bring himfor an emergency
bypass. | had to call 10 doctors in Maryland. | had no
idea. That's insanity. There's no place else in our
soci ety where there's that total |ack of information.

So, one of the things that Secretary Thonpson
and | pushed very hard, and it's probably just pushing at
t he edge of the system but we think it's pretty
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inportant, is to get information out there.

Twenty-five years ago or 20 years ago for those
of you who do follow health care, Bill Roper is an old
friend of mne and was then the HCFA adm ni strator, back
when we called it HCFA. He put out nortality data, which
he thought was a good idea to start conparing hospitals,
and he got creanmed. The nyth in the health care field
since then has been you can't possibly put out quality
information, providers will kill you and it can't be
done. And when | canme into the job, that's what
everybody said, you're nuts to try to do that, it can't
be done.

Well, to be honest with you, | picked on the
weakest people on purpose in the health care systemto
begin with, the nursing homes, because, nunmber one, they
had a bad public image, which they understood; they had a
nm serabl e relationship with their unions and the consuner
groups; they wanted a | ot nmore noney from Washi ngt on.

And so, | got the nursing hones together with Secretary
Thonpson's help and said, |ook, if you want nore noney
from Washi ngt on, you better start tal king about quality
and measuring quality because the consunmer groups hate
you and think you're providing bad quality. You're
getting no synpathy in state capitols and none in

Washi ngton. So, if you want us to work with you, start
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measuring quality and put out quality outcones.
We got all the major unions and all the
maj or -- AARP and all the other health care groups that
are consumer groups, who generally never talk to each
other and didn't talk to the nursing honmes, and the

nursing homes in a room about a year and a half ago and

we started -- people thought we were crazy. W did a
si x-day deno where we published outcomes -- you know,
it's not perfect -- on major nursing hone outconmes in

maj or newspapers in those states and everybody said,
you're crazy, you're going to get killed, and I did get
beat up a little bit.

Last October, we published full page ads in
every newspaper in the country in every nmgjor narket
conparing every nursing home in the country and | didn't
hear a peep. Unbelievably popular. The nursing hones
are happy, the consumer groups are happy, the unions are
happy, and it's going extrenmely well, and they're fair,
reasonabl e outconmes dat a.

Does every senior when they open the WAshi ngt on
Post and see that understand it? No, they don't
understand it. But the famlies understand it. The
patients understand it a little bit. | can guarantee you
t he nurses understand it and the boards of the nursing
homes read it and they change. It has a big inpact when
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you start putting patient quality information out there
because the boards of the nursing hones start asking
their enpl oyees, how conme we have the number one nunber
of bed sores in the community.

And ny view is, that may seemirrelevant to
mar kets, but | think eventually when people start seeing
this and they see we've got 43 nursing homes in
Washi ngton, D.C., why are we paying themall the sane
anmount when one's doing a great job and one's doing a
terrible job. Nobody ever asks those kind of questions
in health care. They certainly ask that kind of question
if the governnent goes out and bought a fleet of cars.
They'd certainly figure out which Ford or which GM or
whi ch Chrysl er cost them nore noney or performed the
best. But they never think about it when they start to
tal k about health care.

So, my own view is once you start putting
information out there and conparing quality, people are
going to say, why are we paying every hospital in
Washi ngton, D.C. the sanme amount for a heart bypass when
one's doing a great job with taxpayer noney and one's
doing a terrible job, and | believe that's going to
infject a little bit of market -- at |least a teeny bit, of
mar ket pressure into the health care field.

We're doing a denonstration in eight states
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starting next nonth with home health care. W have
22,000 home health agencies around the country. W have
extremely thorough data on every hone health patient that
goes in every honme health agency in this country, whether
it's Medicare, Medicaid or the private sector. W have
it in our conputer systens. W' ve never given it to
anybody.

I n eight states, as of next nmonth, we're going
to have full page ads in those eight states tal king about
relative honme health care. So, if your grandnother or
your parent gets out of the hospital and is trying to
figure out which home health agency to go to, Medicare
pays every dollar, no deductibles. | think it would be
nice if one of them started wondering which of those
pl aces does the best quality and which one is likely to
t ake the best care of them There's no source of

i nformati on on that now.

As of next nonth, you'll have it in eight
states, and as of next October, you'll have it in 50
states -- again, as soon as my budget -- somebody will

eventually figure out to cut off my budget so | can't pay

for anything probably -- with full-page ads in the

newspaper. And eventually, and |I know they're nervous

about it, we have tons of data on nursing homes and we

have tons of data -- in nursing hones we have sonet hing
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we can use the MDS System which we have extensive data
on every nursing honme patient and we have exactly the
sanme thing in home health. We don't have that in
hospitals. And, obviously, the biggest institutional
provider that's the nost sensitive is hospitals. In all
fairness to the hospitals, we don't have a standardi zed
measuring system for hospitals. The VHA and the
Federation which | used to run and the teaching hospitals
have all been very good about working with us because we
have to build a base to get that information out there.

But eventually, the real final thing that
consunmers are going to want that's going to drive change
is hospital data, and then eventually, which is even
t ougher because it's such a bal kani zed field, is
physician data. But we really believe that the thing
that we can do as regulators to change the systemis to
start putting information out there and having people
start asking the sane questions about the health care
system that they ask about everything else in their
lives.

You know, we're 13 percent of the econony.
Medi care is the only part that is 100 percent government -
driven, has no conpetition, no information, and that's
bad for everybody. So, | think our viewis for consuners
to really look at changing the system we have to start
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gquestioni ng governnent price fixing. Obviously, as you
can tell, philosophically, this adm nistration doesn't --
you know, we |ove Medicare, it's a wonderful system it's
great for seniors and they love it. W don't think
setting prices for every hospital and every doctor is a
good idea. Hypothetically, we'd like to give seniors
what every Federal enployee has, which is the choice of a
fully-funded, extrenely thorough, well-crafted Federal
enpl oyee health benefits type program where they can pick
PPOs and private fee for service.

We're going to keep around Medicare fee for
service forever. It's a great program Seniors are
confortable with it. The last thing we want to do is
scare anybody. But nost of the people in this room have
grown up with PPGOs, have grown up buying Blue Cross
pl ans, have gotten used to working with Cl GNA, want
choi ces. Maybe you want to be in the old government
progr ans.

But you want the choices to go out and get
flexi ble benefits, and this kind of one size fits al
governnment price fixing is -- it's a wonderful program
It's worked extrenely well for 30 years, but nobody in
their right mnd, even the nost |iberal Denocrat | know,
woul d ever recreate what we've got, because it's crazy
and it doesn't make any sense. That price fixing doesn't
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make any sense and | ack of consumer information doesn't
make any sense.

So, let nme just junp into one other thing we've
been trying to do to put a little bit of market incentive
and then I'll circle back. They may not actually tie
t oget her, but what the hell.

(Laughter.)

MR, SCULLY: To antitrust, why | think it's
inportant is when | canme into this job, | also thought it
was astoundi ng that the hospitals and the nursing homes
woul d all come running to nmy office and say, we need nore
nmoney. | used to do the sanme thing. | was a hospital
| obbyi st for seven years, and it's |ike Pavlov's Bell,
whet her you need it or not, you conme in and say, we need
nor e noney.

Well, there's absolutely no substantive data
fromthe governnent to figure out, outside occasionally
from Paul and MedPAC, what people really -- what their
margins really are. And | know for one, | used to
represent the for-profit hospitals and | would run up to
the Hill and say, we're doing terrible, I need a |lot nore
nmoney. And then I'd hop on a shuttle and go to New York
and say, we're doing great, buy our bonds and securities,
and nobody ever tied those two together.

(Laughter.)
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MR. SCULLY: So, now that I'ma regul ator, |

think it's insane. | think if you want to -- and the SEC
is starting to catch on to this, too. If you want to go
up to the Hill and tell people you' re doing terrible, you

shouldn't be able to go to Wall Street and tell them
sonething different. And | think the flow of information
bet ween Wall Street and Washington is getting better, but
it's still alittle bit nuted.

So, when | canme in, | hired two Wall Street
anal ysts, which was a little bit unusual, and |I don't
know i f anybody reads this, but people in New York
actually read it, and the goal was to educate people that
when the hospitals cone in and need noney -- and | think
t hey got creamed in 1997 and | | obbied for nore noney for
themin '98 and ' 99 because they deserved it. But when
t he hospitals and nursing honmes come in and say we need
nore nmoney, |'d |ike sonebody to | ook at the bond ratings
and their stock prices and the returns on equity and what
-- to actually have a nmeasure of do they need nore nobney
or not. Are they just, you know, crying wolf or do they
actually need noney?

The first result of that |ast year, the first
report we put out was one on nursing hones, and we
massi vel y over pay nursing hones in Medicare, huge
mar gi ns, 25, 30 percent, which MedPAC just cane out and
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reported. But that's only about 12 percent of their
business is Medicare. But overall, we nmassively underpay
them Not us. The states set the rate in Medicaid.
They chronically underpay themand it's going to get
Worse in every session

So, when you | ook at the net Medicaid margins,
they're pretty |ow, and a nunber -- sonme of them they
br ought thenselves and I won't torture you with the
rei mbursenent of nursing homes, but when ny anal yst went
t hrough and wote their first report, it turned out that
nursing home margins were mniml. W weren't draw ng

much nore capital into the market, things weren't going

very well. And | can tell you that OVMB in the Wite
House | ast year, we had the option of putting a billion
dollars a year, which out of a $12 billion base for
nursing homes is not small, back into the nursing honmes

or not. And because of that report |ast year, we put a
billion dollars, called RUGS paynents, back into the
nursi ng homes wi thout any great debate.

It was an adm nistrative change we coul d nmake
in the Medi care program because we thought the nursing
homes needed noney. It was done 100 percent on the
nerits. So, you can inmagine, OVB doesn't put a billion
dollars in anything unless they think it's a pretty dire

system
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We just decided, again, to put another billion
back in for the next two years for nursing hones because
we believe, on the nerits, |ooking at the econom c
information, that their margins are not great.

Wth the hospitals, which I'm sure many of you
don't like to hear, 1've been saying that | think
hospital s are about where they should be. W shouldn't
cut them we probably shouldn't add nmuch back. Now,
there's | ot of definitions about |eaving them where they
are. But | really believe that in Washington too often
t hose kind of decisions aren't nmade based on econom c
reality, they' re based on who hires the best | obbyist and
| don't think that makes a | ot of sense. So, I'ma rea
bel i ever that when you run a big agency |ike we do that
dom nates that big a part of the health care sector, then
we ought to be | ooking at bond ratings, equity ratings,
returns, you know, what the access to capital is, and
t hat hasn't been done before.

| think tying together with the private equity
mar kets and the private debt markets | ook at with what
deci si on makers make in Washi ngton, because we basically
are gi ant governnment contractors. CMS is the biggest
governnment contractor in the governnent. Social Security
is slightly bigger than we are, but they pay noney to
i ndividuals. | pay out $570 billion a year largely to
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institutions and that's al nost twi ce what the Pentagon is
paying out right now. So, we are a giant governnment
contract. People don't think of us that way, but that's
really what we are.

So, | really think that when we |look at it, we
need to think just as regulators, that HHS, CMS, ne,
needs to be a nore reliable, predictable payer, nore
reliable, predictable governnent contractor, be nuch nore
sensitized to what's going on in the private nmarket, to
t hi nk about our inpact on the private markets, which we
rarely do.

"Il give you one other exanple which canme up
yesterday in a neeting with Mndy at HHS. W pay for
exactly the sanme procedure in ambul atory surgery centers,
in hospital outpatient clinics, and at a doctor's office.
But yet when | sit down with ny staff, we pay totally
di fferent ampunts for say a col onoscopy. You can get a
col onoscopy in any one of the three settings. You
probably don't want one, but you can get one.

(Laughter.)

MR. SCULLY: So, if you want to get a
col onoscopy in any of those three settings, you' d get
paid a totally different ambunt. And they're all set by
-- I've got a third of my staff in hospitals, a third in

t he outpatient side and sone guy setting ASC rates and
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they never talk to each other. And when you find out
that you set those different rates, you get enornous
changes in behavior. |If the ASCrate is off, all of a
sudden you start seeing ASCs pop up all over the place to
do col onoscopies or to do outpatient surgery. |If the
doctors get paid a little less, they're nore likely to
nmove their practice into their doctor's offices. If the
hospitals get paid a little nore, they're going to have
nore outpatient centers.

But people in the government don't look at it
that way, and it's not because they're not trying to
think well-intentioned, but I can tell you when | drive
around the country and see where ASCs are poppi ng up,
can tell who we're overpaying. You go back and check the
rates and, hnmm there you go. That's why we've got nore
anbul atory surgery centers for orthopedics.

But we need to start thinking nore about the
i npact we have on the nmarket because we're such a big
pl ayer. So, hopefully, we'll mke HHS a little nore
responsible to the market and a little nore of a better
player. | also think that if you | ook back at health
care in the last 20 years, people buy health care stocks
and health care bonds because they expect health care to
be a boring governnent contract. |In the last 20 years,
it's been anything but. The nursing hone industry has
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been a big roller coaster. Sonme of it's self-inposed,
but usually driven by stupid governnent policies, where
t hey' ve had huge margins and then the governnent whacks
t hem and they have huge cuts. Big margins, big cuts.

Sane thing with the home health business. The
home health business, just to tell you how bad it is, in
home health, the Medicare programin 1992 spent $3
billion; in 1997, it spent $18 billion; and in 2000, it
spent $10 billion. There's nothing like that in the
hi story of the governnment, where you went from $3 billion
to $18 billion and back to $10 billion. You can imagine
if you're in the home health business, it's |ike being on
a big yo-yo. There are a lot of big yo-yos that got in
t he hone health business there for a while, but the fact
is you're --

(Laughter.)

MR. SCULLY: We're back to where we probably
shoul d have been all along wi thout the big bulge. But
the fact is, if you're in the governnent, | think the
goal should be to understand better about what our i npact
is and to become a nore predictable, better partner in
t he market because if the market is going to work better,
t he governnment shouldn't be distorting the outcones as
much as we are.

We''d obviously like to get nmore market based,
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non-price fixed paynment into that market, and | think in
a good market, the governnent will have a | ot |esser
role. But in the long run, that m ght change. But in
the short run, we're still going to be, by far, the
bi ggest player in the market, and to the extent that
we're screwing up the dynam cs of the market, that makes
everybody's life nore difficult.

Now, trying to tie this back into the FTC and
Justice and what happens with antitrust, 1've always
bel i eved that the nost inportant player in the market is
the FTC and Justice in balancing out antitrust because
health care is a | ocal business. You can |ook at big
chai ns, you can | ook across the country. What you have
across the country is a nmarket power that's making a
di fference. What you have in Washington, D.C. or
Balti nore or Richnond or Paducah, Kentucky or -- what was
t he other one -- Poplar Bluffs, Mssouri, that's what
counts, is how much market power you have in those
pl aces.

And |'ve al ways believed, and |'ve been in the
health care business for a long tine, if you go to a town
that has a healthy health care narket, the doctors hate
the hospitals, the hospitals hate the health plans and
the health plans hate the doctors. That's a happy little
triangle. Those are the three big players and that's the
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way it should be. The hospitals should be a little bit
unhappy, the health plans should be a little unhappy, the
doctors should be a little unhappy, and if you have that
ki nd of tension and bal ance, you usually have a
reasonably efficient, well-run health care system Over
the last 10 years, that’s just a fact.

| mean, | wouldn’t pick Washington, D.C., but I
was in M| waukee | ast week and | can tell you M| waukee
has probably eight or nine relatively functional health
care centers. They probably have too many hospitals, but
they’ re broken up into four big chains that have
consol i dated, but they haven’t consolidated too nuch.
And they have a pretty active, reasonably well organized
physi cian conmunity. 1t’s been a little out-of-whack in
the last 10 years, but right now, it’s kind of in
bal ance, and you can | ook at al nost any comrunity in the
country and see where that bal ance is between the big
pl ayers and tell whether you’ ve got a problem on your
hands or not.

And | think in the last 10 years, with all due
respect, and Timand | have tal ked about this a lot, the
| ack of the governnent’s focus on keeping those tensions
in bal ance has been a big problem | think it’s one of
t he reasons we’ve had health care prices going up.
Because when the governnment -- you know, |’mnot a big
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regulator, | don’t believe in over-regulating. But I
believe if you re conservative, the right regulation is
keepi ng the market in balance, not diving into the market
and m cro-managi ng, and | would nuch rather have these
guys nmanage the market and oversee it to nake sure it’s
in balance from 30,000 feet than to have ny people get in
and m cro-manage every little detail with every hospital
and every nursing home. And | think in the long run
that’s the best thing for the health care system

So, what | think are the problens here, 1’11
give you a couple of exanples which will probably
irritate a whole bunch of people in a couple of cities,
but that’s nmy specialty. So, I'Il go for that.

| think that when you | ook at, for exanple, and
"1l pick out sonme exanpl es because | think that’s the
only way it works. |’mfrom Phil adel phia. Everybody in
Phi |l adel phia, it’s a fact of life and they don't |ike
me saying this, Philadel phia s market right now is
totally -- and Mark’s from Phil adel phia, Wharton -- |
woul d guess if you wal ked down the street and asked
anybody that knows anythi ng about health care, they'd
tell you that | ndependence Blue Cross is the dom nant
pl ayer in Phil adel phia. They have too nuch market power.

Now, is that their fault? Aetna has weakened
in Philadelphia in the |ast 10 years; other people have;
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and | ndependence Blue Cross is extremely strong. It’s a
good, smart, well-run insurance conpany. |s that good
for the systemthere? To sone degree it is. They
probably have too many hospitals bed and maybe they’ re
effective at squeezing that out, but the fact is,
Phi | adel phia has had a | ot of problens in their health
care system because they have one totally dom nant
insurer. |I'mnot sure that’'s great.

Pittsburgh, on the other side of the state,
al so has a totally dom nant insurance, Hi ghmark Bl ue
Cross, which is Blue Cross of Western Pennsyl vani a, which
has way too nuch nmarket power, and they’'re even an odder
duck because they’'re also in a hospital in a city that’'s
dom nated by one big hospital system UPMC. There were
two, one went bankrupt a few years back. So, in that
city, which I don’t knowif it’s good or bad, but you
have a very dom nant insurer and a very dom nant hospita
system |’mnot sure either one of those is great, but
arguably, both of them have way too nuch narket
consolidation and | think it’s healthy for sonebody in
t he governnent to say that occasionally, even if it’'s
just nme. Hopefully, it will be you guys, too.

But these are the kind of things that | think,
as | live in these markets every day and see what's
happeni ng, where | could be hel pful and, hopefully have
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been hel pful a little bit to Tim |’ve given hima few
suggestions of where to | ook. W, as regulators of the
health care system should be working with Justice and
the FTC to say maybe there’s a problem maybe there’s
not. You are the ones that understand HHI' s and all that
ki nd of stuff and you're the ones that should be | ooking
at these things, not ny agency. But |’ve got to see the
i npacts on the health care system every day.

You know, if you go to Al abama, there’ s one
i nsurance in Al abama, Blue Cross of Alabama. | can tell
you, there aren’t too many hospitals in Al abama, but it’s
not necessarily good that Blue Cross of Al abanma has way
too nmuch nmarket share. That’'s sonething that, | think,
regul ators should | ook at. Maybe it’s fine, maybe it’'s
not. But it’s the kind of flag that should go up and we
should | ook at it and tell people, Blue Cross of Al abama
has too much market power. Maybe we shoul d nake damm
sure they don’t start buying up the few snaller
conpetitors that are left.

| can tell you from personal experience -- and
they won’t like this one either -- but I was on the Board
of Oxford Health Plans for eight years, and if you go out
in Long Island, it’s not quite so bad in New York, there
are two health care systens in Long Island. There's
probably 30 hospitals. Two health care systens. It’s

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

53
about as close to a group boycott as you'll ever see.
They have driven all the Medicare managed care pl ans out
of Long Island. They have way too nuch market power and
they throw it around like a ton of bricks. | would not
say -- 1’ve had to beg Enpire Blue Cross, for instance,
to stay on Long Island the |ast couple of years because
they’ re getting squeezed out by the two hospital systens
in New York. That’s not healthy. That’'s a bad thing.

Now, does it nmeet your indices, | don’'t know,
but | sure as hell hope sonebody | ooks at it because they
need to be | ooked at.

You know, | know they already |ost the |Inova
case across the river in Northern Virginia. 1 like the
guys that run it, they're very nice, but I’ve lived in
Northern Virginia for 25 years and you’' ve got to drive a
hell of a long way to get to a hospital that’s not owned
by Inova of Northern Virginia. That’'s probably not a
good t hi ng.

| know that the lawsuit that they |ost defined
that as the Washington, D.C. market. | can tell you, if
you |ive near Munt Vernon, that’s not the Washi ngton,
D.C. market. Now, that may be a different thing in that,
you know, | know the history and probably the track
record of picking cases, which you guys weren’'t here for
the last 10 years, | was involved in Poplar Bluff, that
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was probably the wong case to pick. The hospital
hi story is not great. But the fact that whether you win
cases or not, the fact that Justice and FTC | ook at this
and at | east keep people honest on the margins to make
sure nobody gets too strong in a region is critical.
Because | can tell you market by nmarket where | see
ei ther hospitals or health plans, or Tims been very
active in sonme of the group practices on the physician's
si de, when any one of those three |l egs gets too strong,
it distorts the market and prices go up and consuners
|l ose, and | think that’'s a big, big, big problem

So, | don’t mean to pick on particular spots
here today, but there are ones that |I’'m aware of, and |
don’t get to be the regulator, you guys do, but | do
think -- | have tried with Timespecially with ny agency,
to get -- we'll supply all the data you want and we wi ||
continue to keep saying when we see little problens
conpetitively, we see prices going or we see conpetitive
problens in the market, we're going to be very aggressive
by telling the FTC places to |look. |If there’'s not a
problem vyou're the ones that get to decide that.

But my viewis it’s our job to try to do the
best we can to make Medicare better, nore reliable, |ess
aberrant players in the market. It’s your job,
hopefully, to make sure the nmarket has the right bal ance.
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We'll try to distort it as little as we possibly can, but
| think in the [ast 10 years, one of the real m ssing
links in making the health care systemwork efficiently
has been antitrust and I think it’s very nice to see two
pl ayers back on the field. W’IIl provide as nmuch as we
can to help you out, and I'd like to see it be a very
happy, healthy partnership, even if there’s a little bit
of a conpetitive tension between the two agencies. W' 1|
hel p both of you.

And | say that as, | hope, a friend of the
health care industry because I think healthy hospitals --
hospitals don’t have great margins, doctors aren’'t rea
happy these days, and health plans, at |east in Medicare,
have been dropping out and I would say the health plans,
it’s been a tough few years in the health system But no
matter how t hat happens, we’'re still getting 11 percent a
year inflation, and for the government to keep those
conpetitive tensions as tight as they can between, |
think, the three big players in health care is pretty
critical.

So, | will tell you, just to wrap up, the other
day, Bob Novak came by to have lunch with the Secretary
and | joined them and his opening question to ne was,
Scully, did you take that picture of Stalin off the wall
of HCFA? And I'mtrying to do the best | can to change
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the i mge of nmy old Eastern European agency, and we’' |l do
the best we can to try to help you do your part to get
health care back to sonme sense of the market equilibrium
So, thank you very nuch.

(Appl ause.)

CHAI RMVAN MURIS: We will now take a short
break, and, David, what is short? Ten m nutes?

MR. HYMAN: Yes.

CHAI RVAN MURI'S: W'l | take a 10-m nute break
and then we’' Il reconvene. Thank you.

(Wher eupon, a brief recess was taken.)

MR. HYMAN: | neglected to introduce nyself.
|’ m David Hyman, Special Counsel, and the sorcerer’s
apprentice for this exercise.

The weather is obviously a matter of sone
concern. The principal issue is we're concerned about
the Friday sessions because we have people com ng from
out of town. We have not yet nmde a decision as to what
we're going to do on Friday. W wll nake one, | expect,
by 5:00 and post it on the web sites and nake an
announcenent about it tonorrow. Currently, we're
pl anning to go forward with the entire set of sessions,
but subject to the possibility of rescheduling the Friday
session. So, | just wanted you to be aware of the status

of that.

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

57

|’d like to now turn this over to Leslie
Overton, Special Counsel as well, but at the Departnment
of Justi ce.

MS. OVERTON: Good afternoon. Thank you al
for being with us today. |I'm again, Leslie Overton from
t he Departnment of Justice. W're very fortunate to have
three esteenmed experts with us this afternoon who will
present fram ng presentations. Biographies are avail able
in your materials, but let me just give you a little bit
of information.

First, we will have Dr. Paul G nsburg, who is
Presi dent of the Center for Studying Health System
Change. That organi zation was founded in 1995 and it
conducts research to inform policy nakers about changes
in organi zati on and financing and delivery of care and
their effects on people.

Next, we will have Dr. Mark Pauly, who is one
of the nation’s |eading health econom sts. He currently
hol ds the position of Bendhei m Professor and Chair of the
Departnent of Health Care Systens. He's also a Professor
of Health Care Systens, |nsurance and Ri sk Managenent in
Busi ness and Public Policy at the Wharton School at the
Uni versity of Pennsylvania, and a Professor of Econom cs
in Penn’s School of Arts and Sciences.

Finally, we will hear fromDr. Martin Gaynor,
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who holds the E.J. Barone Chair in Health Systens
Managenent and is Professor of Economi cs and Public
Policy in the H John Heinz, 111 School of Public Policy
and Managenent, the Departnment of Econom cs, and the

Graduate School of Industrial Adm nistration at Carnegie

Mel | on.

Pl ease join nme in warnmy wel com ng our esteened
experts.

(Appl ause.)

DR. GINSBURG. Well, thank you. I’'mreally

pl eased to be here, to come and present sonme of the
findings that we’ ve obtained over the years, but
particularly in recent years fromour visits to a
representative selection of 12 health care markets in the
country. | call it the State of Conpetition in Local
Health Care Markets and |’ m going to nake these three key
poi nts.

One is that the rise and fall of managed care
t hroughout the 1990s has had a significant effect on
conpetition today. So, history matters in health care
mar ket s.

The second point is that there are forces that
are outside of the purview of antitrust enforcenent that
have i nfluenced conpetition and many of these other
factors have limted conpetition.
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And the final point is that many markets have
only limted prospects for effective conpetition and we
need to think about that and adjust to that.

Just a brief word on the Center. Leslie
Overton said what we do. | want to nmention that we're
funded by the Robert Wod Johnson Foundati on and our
enphasis in our research is on health care markets, and
you' Il find a copy of this presentation and a | ot of
ot her things on our website, hschange. org.

A few things about our site visits, we do them
to get sone insights into changi ng market trends and |
mentioned the 12 narkets. We go to the sanme nmarkets
every two years so that we can track them We chose them
t hrough a random process, the sanpling frane was
metropolitan areas with 200, 000 popul ati on or greater.
When we go to a particularly large, a consolidated
metropolitan statistical area, we choose one of the
primary metropolitan statistical areas as our site.

This slide is out of date, saying what our nost
recent visits were. W'’'re in the mddle of a round that
began in Septenmber of 2002 and will be conpleted in late
April of this year. Wen we go to a site, we conduct a
| arge number of interviews with a broad section of | ocal
health system | eaders and we triangulate the results,
meani ng that we don’t take anyone’s word for what they
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say. So, when the hospitals are telling us about their
relati onships with health plans, we’' |l also hear it from
the health plans’ perspective, and we always do this
bef ore we can gain confidence in saying sonething about
what ' s happening in that market.

Here are the sites, briefly. They reflect
where the population is. And just briefly, what |'m
going to do is after talking a little bit about this
hi story, the experience of the 1990s, then I’mgoing to
tal k about hospitals, about physicians, about insurers
and then about provider-insurer relations, say a few
t hi ngs about purchasers or enpl oyers who buy health
i nsurance for their workforces because they play an
inportant role in the nature of conpetition in |ocal
health markets, and then tal k about the overall potenti al
for conpetition.

|1l talk about the 1990s briefly. | think the
key -- there really are two parts of the 1990s. There
was t he ascendancy of managed care, which brought with it
narrow provi der networks, risk taking by providers,
aut hori zations for services, and they becane core
conponents of health care financing. National and
regi onal managed care plans were formed and they expanded
vigorously during this tine. Hospitals fornmed systens

and they consolidated. Managed care and Medicare cuts
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both put very significant pressure on hospitals to
contain costs and probably the m d-1990s was the hei ght
of that pressure. And physicians, basically, you know,
they seemto be the |osers. They chafed at the | oss of
autonony and the | oss of incone as a result of the growth
of managed care.

Then canme the retreat of nanaged care, spurred
by the conbinati on of a backl ash agai nst managed care by
consuners and by physicians and this happened to cone at
the sanme time as our econom ¢ boom The very tight |abor
mar kets, high profitability, | believe, |let enployers be
particul arly responsive to this backlash. This has |ed
to changes such as broader provider choice, fewer
requi renents for authorizations and reduced use of
provider risk contracting.

Provi ders responded in very inportant ways to
managed care or to the retreat of nmanaged care. For one
thing, many of the structures that were devel oped, sone
of the integration -- we used to have the term
“integrated delivery systenms” that were formed to prepare
for restrictive managed care with risk contracting, al
of a sudden didn’'t have a purpose in the nmarket and they
have started to unravel. One thing we’'ve noted in
anot her study is that the various hospital mergers that
were particularly frequent in the m d-1990s, tended not
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to follow through when it cane to clinical integration
and ultimately providers have regained the |leverage with
heal th plans that they had | ost.

Now, I"mgoing to turn to sonme of the npost
recent observations. For one thing, we see a real
sl owing of the trend of hospital consolidation and
there’ s national data that show a sharp decline in
mergers and acquisitions in recent years.

Some of the reasons for it: Well, for one
thing there are fewer players left, fewer potenti al
nmergers. There are many communities where there are only
two hospital systenms and it’s apparent to those two
hospital systems, no, we won't be allowed to nerge. So,
no nmore nergers in those communities.

Managed care is | ess threatening and | believe
that a real stinulus to hospital mergers in the m d-1990s
was the fear of not having | everage in dealing with
managed care plans, and particularly now that managed
care plans are pressed to have broad provider networks,
particularly for hospitals that, in a sense, this is not
that much of a force for nergers anynore.

A third consideration is that there's |ess
excess capacity in the hospital system now, both because
sone capacity have been taken out of the system As
hospitals were pressed to cut their costs, they had

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

63
notivation to take excess capacity out of the system and
nore recently, hospitals have experienced increasing
demand, increasing rates of use and they're filling up.
Often they're limted by the nunmber of nurses they can
recruit rather than their physical capacity. So, in a
sense, where nergers were sonetinmes a useful nmechanismto
get some excess capacity out of a hospital system they
don’t need to do that today.

Hospitals today are focusing a | ot of
conpetition on what | call perceived quality, in a sense,
not what Tom Scully was tal ki ng about of neasured
clinical quality, but really various perceptions of
quality. There’ s vigorous conpetition in sone
consol i dated nmarkets, but much of it is on non-price
di mensi ons.

In the 1970s, econom sts and others tal ked
about a nedical arns race and people are talking about
t hat today again. What we’ve seen in our sights is very
aggressive activity on the part of hospitals to expand in
order to provide a full range of services in all of the
geographi c sub-units in the nmetropolitan area. They want
to be able to serve everyone. W’ ve also seen a focus
towards the services that are nost profitable.

One thing that |1’ve been struck by ever since
1995 when | started going and interview ng | eaders in the
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health systemis the sane story, that what’'s profitable?
Car di ovascul ar services. After that comes orthopedic
services. And hospitals are going where the noney is now
as far as this is where they’ ve enphasi zed their
expansions. W' re also seeing a sharp increase in
pronotional activity, a |lot of advertising, both that our
hospital is better than the other hospitals and al so, |
think nore recently, advertising, | think you need this,
you mi ght want to conme in and take our special heart
screening for only $49.

So, all of these activities, as far as a
consol i dated nmarket where the hospital systens are
conpeting, it seems, quite vigorously, on the dinension
of perceived quality or non-price dinensions is
Cl evel and, where we’ve really seen all the ones that |’ ve
mentioned on this slide.

Now, hospitals which traditionally are
consi dered not to have much of a threat of entry by
conpetitors, many of them perceive that they're facing a
very significant threat today by the entry of specialty
facilities, and I’'mtal king about heart hospitals,
ort hopedi ¢ hospitals and anmbul atory facilities that also
specialize in one or both of those services.

This focus on the profitable services that |
menti oned before, | believe a part of it is flawed
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signals that the payers are sending into the market. The
payers have never intended that cardiovascul ar services
be nmore profitable than other services, but | think for
vari ous technical reasons, that seens to have happened.

| ask people about it periodically and one of
the things nmost convincing to nme, but | don’t know for
sure, is that, well, you know, we set the rates -- see,
this is Medicare, then Medicare sets the DRG rates and
that, you know, after the -- but their productivity gains
are nmuch faster in cardi ovascul ar services so that, in a
sense, the rates becone obsolete fairly quickly and these
pricing distortions probably didn't matter that nmuch a
nunber of years ago. So what if the hospital was paid
too much for cardi ovascul ar services and too little for
say, nedical adm ssions. But now with specialty
facilities, it is nore inportant and these pricing
di stortions may be a significant driving force towards
t hat .

VWhat we’ ve seen as far as specialty facilities
is, for one thing, hospitals have used it as a tool to
i nvade ot her hospitals' geographic turf. One of the
mar ket s we’ ve studi ed, |Indianapolis, on the surface | ooks
conpetitive in the hospital market. There are four
significant hospital systems. But when you go there, you
| earn that each of them kind of has a geographic area
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that they are the dom nant hospital in. Well, there's
been a | ot of activity of building specialty facilities
in the other hospitals' backyards. So, in a sense, the
i ndustry i s being entered.

Of course, what really bothers the hospitals is
a threat from physician-owned facilities and that bothers
t hem because of the potential of physicians to be
sel ective and admt the nost profitable patients, the
privately-insured patients, or in the case of
ort hopedi cs, auto accident injury patients, to the
specialty facility that they are a part owner of and
admt their Medicaid patients to the general hospital.

Certainly, this threat for specialized services
does have the potential to erode sone of the traditional
cross subsidies that the health systemis run on. So, in
a sense, hospitals today are counting on extra revenue
from say, cardiovascular services to fund their
energency roomor to fund unconpensated care for
uni nsur ed i ndi vi dual s.

In sone areas, the plans have been resistant to

contracting with the specialized facilities usually

because of concern of, well, you know, nore facilities
are going to lead to nore volune and, well, maybe the
quality won't be there. | know in Lansing, this was

about four years ago, M chigan Blue Cross-Blue Shield
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refused to contract with sone anbul atory surgical
facilities and, in a sense, it was pushed to do this by
the maj or enployers and the United Auto Workers Uni on who
t hought this was going to be a negative thing for health
care in the Lansing market.

Turning to physicians, now, we’'ve seen a recent
trend of physician consolidation into single specialty
groups. | think probably the nost key notivation has
been to achieve the scal e necessary to purchase
profitable equi pnment, that as technology is changing, you
know, there is increasing nunbers of tests or procedures
t hat can be done on an outpatient basis, and one of the
reasons for formng such groups is in order to be able to
provi de those services within the physician practice, and
in a sense, the facility fees for these services may be
much -- have much nore of an inpact on the bottomline
than the professional fees that the physicians are
earning for their services. Also, increasing |everage
with health plans, |'’msure, is a consideration.

We have not seen a growth of nulti-specialty
groups, and this may be part and parcel of the retreat
fromrestrictive managed care that the potential of
mul ti-specialty groups is to truly integrate delivery,
but people are not valuing that in the nmarketpl ace now.

Al so, and this is no surprise, we see a sharp
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decline in physician hospital organizations. There
really isn't anything left for themto do because risk
contracting that screens plans and providers has declined
so nmuch, probably nore at the initiative of the providers
than of the plans, but sonetinmes the plans as well have
gi ven up on that.

Tal ki ng about insurers, | think much of the

consolidation that we’'ve seen has been across nmarkets and

that there just haven’t been that many opportunities for
significant consolidation within markets. There have
been sone opportunities for national plans to enter

mar ket s t hrough purchase of hospital -owned plans. In
sone conmmunities, you know, back in the early 1990s,
hospitals started health plans, they started it because
t hey saw health plans being very profitable. Wy can’'t
we get those profits? | don’t think any hospitals are
trying to do this today, but sone of them actually had
reasonably successful health plans and this is the way
t hat national insurers enter a nmarket.

But in our markets, particularly the smaller
ones, we’ve seen nmany exanpl es where national plans
entered the markets and they didn't succeed, or at |east
they weren’t able to build the narket share they had
hoped for and they have since exited. You know, it’s
hard to -- exanples actually we’ ve seen are both Little
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Rock and Greenville where national plans have tried to
enter the market, these are markets with dom nant Bl ue
Cross-Bl ue Shield plans, and they haven't succeeded.
It's possible that the insurance underwiting cycle
pl ayed a role in that, in a sense they entered the market
when insurers were expanding into new markets and they
| eft when insurers had a different attitude on that
expansi on, that they weren’t that active in pursuing
things that weren't profitable that m ght be profitable
in the future.

Most of the plan nergers have been across
mar kets and | think they re oriented towards scale
econom es and i nformati on technol ogy, care managenent
t echnol ogy, economes in marketing, but | think that
t hese scal e economes are difficult to achi eve, and
frankly, I'’m struck at the rate of nergers across
mar kets, given that it’s so nmuch easier to achi eve these
econom es within a market than across markets.

Healt h plan conpetition today, given our
attitudes about managed care, a lot of it focused on
product innovation. Plans are custom zing their products
for diverse enployers. They' ve always done this for
sel f-insured enployers. They're increasingly offering
fully insured products with nore and nore vari ety.

Pl ans basically are conpeting with other
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vendors. You know, they' d |like to do di sease managenent,
but sone enployers instead will decide they' re going to
hire their own di sease nmanagenent vendor rather than use
the health plan’s vendor. And, actually, there probably
are sonme of the specialized services that plans provide
that are nore open to market entry than to the basic
service of assumng risk

A lot of enphasis today is going into case
managenent of identifying with nodeling often. Those
enrolled individuals nost likely to have serious illness
and to be very expensive and to intervene early with sone
of the preventive services appropriate for their
condition, and certainly with consuner-driven plans and
other trends to nore cost-sharing plans are working very
rapidly to devel op benefit structures that are novel, new
types of patient financial incentives and also tiered
net wor ks.

Custonmer service is a very inportant dinension.
It kind of rem nds nme of what hospitals are doing with
percei ved quality. But plans cannot afford to have poor
custonmer service.

There’s a Wall Street termcalled “pricing
discipline” which I think we seemto be seeing now, and
by that, the Wall Street analysts nean that plans are not
attenmpting to buy narket share by lowering their price
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the way they were in the m d-1990s.

Bl ue Cross-Blue Shield, we see they’ ve
solidified their dom nance in sonme markets. Now, they
have a history of |arge market shares in many nmarkets and
t hey have benefitted recently froma shift in consuner
preferences towards broad networks and they traditionally
have enphasi zed broad networks and preference for PPOs
versus HMOs. Blue Cross-Blue Shield plans never really
put that nmuch enphasis on HMOs. So, in a sense, the
mar ket is com ng back to where they re traditionally
strong.

Consolidation in the Blue Cross-Blue Shield
world is intertwined with conversion. One thing we're
seeing now is that the states have becone | ess resistant
to efforts by Blue Cross-Blue Shield plans to convert to
for-profit status, and | think a factor in this is the
potential to gain state revenue in the process. In the
early days, in a sense, the value of these non-profit
enterprises went to foundations. | think, today, it’s
much nmore likely to go into state treasuries and | don’t
see that as being unreasonabl e because they’ ve had tax
advantages fromthe states for a long tine.

| don’t know what | neant by greater attention
to price. Oh, yes. There's been a |ot nobre attention to
the prices paid and the prices paid out in these
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conversions and right here in Maryland and D.C., we can
read about that in the newspaper. There's certainly a
split within the Blue Cross world about the virtues of
conversion. Sonme of the plans in our markets seemto be
very commtted to maintaining their non-profit status
long term while others, of course, have converted to the
for-profit status.

Tal ki ng about rel ations between insurers and
provi ders, hospitals are gaining | everage over plans. A
key thing is the nust-have status of |eading hospitals
that, today, with the demand for broad networks, if a
net wor k does not have a prom nent hospital, it is not
that viable in the market and hospitals have recognized
t he power.

The fact that hospital capacity is constrained
is also relevant to greater |everage and, in fact, we
have seen instances in our sites where hospitals have
resisted tiered networks, such as in California,
basically by threatening not to contract with the plan if
they’'re placed in the lower, less attractive tier.

There is evidence of noderately higher price
trends for hospitals using the producer price index,
hospital conponent for non-Medi care and Medi cai d
services. Hospital prices were going up at about 2
percent a year, around 1998, 1999. In 2002, the first
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ni ne nonths, they were up 4.7 percent in that year.

This is not that sharp an increase in price
when you consi der hospital wage trends, that as a result
of shortages of nurses and others, hospitals have, in
fact, been paying nmuch higher wages.

Basically, there are three possibilities of why
the trend seens so noderate. Well, for one, maybe the
nunbers aren’t that accurate. These nunbers are not easy
to do accurately. Nunber two, it’s possible that
ordi nary hospitals aren’t doing as well as proni nent
hospitals and we certainly have a | ot of anecdotes about
prom nent hospitals having price increases a | ot higher
than 4.7 percent. And the other thing is that nmaybe
prices are heading a | ot higher and we just haven’'t seen
it yet. W’'Ill have to | ook at that.

Now, physician | everage vis-a-vis health plans
has grown | ess than hospital |everage. | believe the
reason is that the brand nane status carries |less clout
for physicians in dealing with insurers. You know, if
there are three hospitals systens in a conmunity, it’'s a
| ot nore noticeable not to have one of those three than
to not have 20, 30 percent of the physicians in a market,
i ncludi ng prom nent individuals.

A key exception for this is in sone single
specialty groups where they have sufficient market share
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or reputation that they do have a | ot of |everage with
insurers. For the nost part, in negotiations, nost
physi ci ans continue to be price takers. The plan says,
here’s ny price schedule, will you sign up or not. And
you don’t have the negotiations that you have with
hospi tals.

Again, if you | ook at the producer price index
for physician services for non-Medicare, Medicaid, that
suggests that the price trend for physicians has renai ned
very low. You just don’'t see an increase |like you do for
hospi tal s.

There is a trend towards physicians | eaving
net wor ks and managed care plans, and in some areas,
establ i shing boutique medicine practices. There are a
| ot of anecdotes, although |I don’t have a good sense
about how inportant a trend this is. W heard about it
nost in Seattle and in Boston.

Purchasers, enployers that buy health
i nsurance, have influenced the nature of plan and
provi der conpetition. | believe their demand for broad
networks is a very significant thing. W’ ve seen in our
sites, enployers taking sides in sone of the well-
publici zed showdowns between hospitals and health pl ans.
And in one in Boston, | guess a couple of years ago, the
enpl oyers clearly took the side of the hospital and they
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told the health plans, you better have Partners in your
systemor we’'re |eaving you.

More recently, we’ ve seen sonme exanples in
Lansing, Mchigan and in Seattle where the enpl oyers have
supported the health plans in this sense and egged the
heal th plans on about don’'t neet that hospital’s demands.
We're going to stick with you.

The shape of the benefit package is very
i nportant as nore financial incentives work into the
benefit package, this is going to set the stage for a
possibility of nore conpetition on the basis of price.
And a final thing is enployer willingness to pay for care
that is of higher quality when it can be neasured. And
traditionally, enmployers haven't been willing to do that,
but there are sonme very well-publicized denonstrations in
sone states where specific |arge enployers have gotten
together with their insurer and told the hospitals, if
you neet these requirenents, we will pay you nore per day
or per case than we woul d ot herw se.

Purchaser behavior is changing. There never
was the ampunt of collective activity in conmmunities of
| arge enpl oyers that people thought there were, but it’'s
definitely declined since we started watching it. Some
of the things that have led to it have been nati onal
nmergers anong enpl oyers, because it seened as though the

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

76
only tinme you had significant collective activity by
enpl oyers was when there were headquarters of a nunmber of
| arge corporations.

HR departnments have been sl ashed and, perhaps,
the | ack of success at sone of the coalition activities
t hat enpl oyers have pursued has influenced the decline
t oday.

| believe that purchaser behavi or does foll ow
econom c cycles. It depends on the profitability of
enpl oyers in the econony and the tightness of | abor
mar kets, and now we’ re probably in somewhat of a m ddle
range. Certainly, there’s nore concern about costs than
there was three years ago anmong enpl oyers, but not as
much concern as there was in the early 1990s when the
very | arge shift towards nmanaged care began

We don’t see nuch conpetition based on clinica
quality, and |I think as Tom Scully was pointing out to
you, the lack of information is a real barrier
Experience with hospital report cards, when we’ ve seen
them has been that the hospitals pay a | ot of attention
to them and they actually have a beneficial effect from
hospital s seei ng where they’'re weak and | ooking into why
they’re weak and trying to do sonething about it. W
often don’t see nmuch use of report cards by enpl oyers or
consunmers and hospitals have been resistant to them and
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have cl osed down sonme efforts.

We're seeing a private regul ati on approach of
the Leapfrog Goup in a sense saying hospitals should
have these processes which we believe |ead to higher
gqual ity and enployers are pushing hospitals to neet
Leapfrog standards in some communities and not others.

| think it’s clear to ne that as far as
provi ding informati on, the governnent nay need to act as
a catalyst. In New York State, they’ ve done sone very
val uabl e work with open heart surgery as far as providing
quality information, and | believe that CMS is going to
be the key player and their | eadership in doing this has
t he potential of being very inportant.

Many markets, it seenms to ne, have linmted
potential for price conpetition. There are a nunber of
mar ket s where there are small nunbers of hospital
systenms, small nunbers of health plans. Entry seens to
be difficult, meaningful entry in both cases.

There certainly are some limts on the degree
to which you can use consuner price incentives. You can
only push cost sharing so far. W’ve got this |[imtation
as far as useful information and also | eaders in
comrunities are concerned about the cross subsidies and
protecting them

How can we deal with the absence of conpetition

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

78
in some markets where it’s not an antitrust enforcenent
issue? Well, for one thing, I can envision, at the
community level, sonme informal public utility type
pressures and these perhaps can prevent sonme of the nore
egregi ous behavior. You know, many hospitals are non-
profit and they’ ve got enployers and other conmunity
| eaders on their board, but | think this is unlikely to
nmeet sonme of our other goals for conpetition.

The Medi care paynment policy which Tom Scul |y
called his price control -- he didn’t use those words,
but anyway, this is sonething that even if there’ s not
much conpetition in the marketplace, Medicare and
Medi caid are a | arge enough share of many hospital s’
revenues that those systenms do provide incentives to cut
costs even if the incentives aren’t strong fromthe
private insurers, and there are alternative options. |
don’t know how realistic they are of a 1970s type
regul ati on of resources or rates or a significant
increase in patient financial responsibility.

Thank you.

(Appl ause.)

DR. PAULY: Thank you. Well, I'’mthe
af orementi oned Mark Pauly from Phil adel phia and
Phi | adel phia has changed a lot. A lot of people have
out dat ed i deas about Phil adel phia. For exanple, you may
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think that the slogan for Philadelphia is the City of
Brotherly Love. It actually isn't. Sone relative of
sone al derman got a contract about 10 years ago to cone
up with a new slogan for the city. This is the honest
truth. The slogan is, Philadelphia, the City that Loves
You Back. However, recently, people have been pointing
out that when tourists cone to town, especially in their
cars, and if they happen to, by m stake, cut off |ocal
drivers on the freeway, they nmay not perceive
Phi | adel phia as the city that |oves you back. And so,
there’s a conpetition for a new slogan, honest sl ogans
about Phi |l adel phi a.

So, ny proposal is to put on the signs com ng
into town, Philadel phia, the Home of the Health Insurance
Duopoly. At least that would be truthful. And that sets
the stage for some of the things that | want to talk
about today, which does have to do with the general idea
of, as the title says, Conpetition As An All-Purpose
Remedy For Medical Care and Health Insurance. And |'m
trying to respond to the questions that were asked via
David and via the Commi ssion and the Departnent to offer
sone general observations on things that are different
about nedical care and whether or not those differences
preclude the application of standard conpetitive ideas.

| guess my punch line actually is, medical care

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

80
is different, but it's not that different. Having said
t hat, though, on the other hand, there are sone
consi derations that need to be taken into account in
appl ying kind of our standard theory of the desirability
of conpetition to the nmedical care sector.

About 20 years ago, | wote a paper called, Is
Health Care Different, and I think I haven't changed ny
m nd on some -- | still agree with nyself. And one of
the things | said there was that by ny back-of -t he-
envel ope reckoning, about 20 to 25 percent of nedical
care actually | ooks pretty much i ke ordinary markets,
ki nd of |ike apples and oranges and haircuts and things
like that. There are a |ot of medical services that you
don't have to be an epidem ol ogi st or a physician to
eval uate that people buy fairly routinely and that at
| east they pay enough of the price that they would pay
attention. So routine pediatric care, private nursing
home care woul d be such exanpl es.

But that | eaves a |l arge share of the market
which is not |like that, and probably because of the
spread of health insurance, the fraction of the market
which is |ike an ordinary nmarket, has changed. So, it's
worth thinking about how different it is.

The perspective I'mgoing to take here is, |
guess, at the other end of the spectrum from what Pau
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was tal king about. He was tal king about what's actually
happeni ng out there, and basically, I1'mgoing to be
tal ki ng about, sure, it happens in practice, but can it
happen in theory. O to talk nore generally about the
applicability of kind of standard econom c ideas to the
health care sector. In general, it's my perception that
when it cones to a conpetition policy, either about
nmergers as enforced by the Justice Departnment or about
conpetitive behavior as enforced by the Federal Trade
Comm ssi on, econonic theory and the law, or at |east the
| aw enf orcenent agencies, pretty much march armin arm

The econom c idea of maxim zation of a welfare-
wei ght ed sum of consuner wel |l -beings actually seens to
pretty well coincide with the intent of the law to break
up a nmonopoly and prevent nonopolization. But it doesn't
al ways work that way. So, I'mgoing to spend ny tine
tal ki ng about the hard cases, the ones where when it
comes to health care, and to sone extent, when it comes
to economics itself, as illustrated in health care, sone
of those sinple ideas woul d not necessarily carry over.

So, the general prem se here is conpetition is
good when it comes to apples and oranges and a fair
amount of health care is actually |ike apples and
oranges. But some of it isn't, and so, that's what |
want to worry about. And what 1'll argue, though,
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nevert hel ess, so you don't get too depressed, is that in
t hose circunmstances in which conpetition can't be shown,
at least on a theoretical basis or with enpirical
evi dence to be the correct answer, there's sonmething you
could call Conmpetition Plus, which probably is. And
another way to say that, that's sort of the good news
version of it.

The bad news version of it is conpetition is
necessary but not sufficient for maxim zation of consuner
welfare in a lot of circunstances in health care. W can
identify what the other things are. That's sort of the
good news. The bad news is, the other things that need
to be done to acconpany conpetition nmay not be under the
jurisdiction of the Justice Departnent or the Federal
Trade Commi ssion. They may, for exanple, be under the
jurisdiction of the Treasury Department or sone ot her
part of government. So, no single agency -- any single
agency trying to inprove welfare on their own is going to
have to either be restricted or get sonme cooperation.

So, that's the basic question. Conpetition
i nproves welfare in the Econ 101 nodel and the question
is, will it work as well in nmedical services and health
i nsurance nmarkets? Basically, what | want to do is
identify the exceptions and talk about them and talk
about how far you can get? How nmuch of a plus do you
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need? What do you need to change?

In general, I'mgoing to give conpetition the
benefit of the doubt. So, I'"mnot going to -- at |east |
haven't given nyself the charge, because |I know I
couldn't do it, of proving beyond a shadow of a doubt
that conpetition will make us as happy as we can possibly
be. You can never prove that, and if your alternative
nodel is one of, as Paul was nentioning, either a public
utility type regulation or sone other kind of arrangenent
adm ni stered by angels, it will always do better than the
mar ket, which is bound to still have a few glitches. But
|"mgoing to at | east assune the absence of angels for
pur poses of discussion this afternoon and, as | said, try
to get things to be reasonably conpetitive and then call
t hat good enough for governnment work.

So, which markets -- there's actually two
mar kets to tal k about and they are, obviously, the market
for medical services and goods and nostly |I'm going to be
t al ki ng about nedical services. The nost inportant
medi cal good, of course, is prescription drugs. It's
protected |l argely by patents and has actually been a
maj or source of the recent increase in health care
spendi ng, but at |east for purposes of today's
di scussion, I'mnot going to try to think about
conpetition policy in the pharnaceutical s market.
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Then the other is the market for health
i nsurance and with about 86 percent of health
expenditures paid by third parties, | had to say this,
the two are inextricably intertwined. 1It's so nuch fun
to say inextricably intertw ned, but as a matter of fact,
they are, and that's one of the issues, one of the
circunstances in which a straightforward application of
the idea that nore sellers and nore entry is good doesn't
necessarily follow.

In fact, | mght as well say at this point -- |
think I didn't put it on the overhead -- for Econ mjors
who went beyond Econ 101, the nane of the problem here is
t he generalized theory of the second best and the
proposition in economcs is, well, there's this beautiful
nodel of perfectly conpetitive equilibriumand a certain
set of conditions that have to hold for it to apply, free
entry and well -informed consuners and no taxes or
subsi dies or distortions, and then you get the beautiful
result that if that happens, as if by an invisible hand,
everybody's welfare is nmaxi m zed.

But the problemis, if one of those conditions
is absent, you don't necessarily inprove things by doing
nore of the other condition. |In fact, sometines you can
get a situation where, in a sense, two wongs nake a
right. Having |less conpetition, if there's sone other
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glitch, mght actually be better than having nore
conpetition if you can't get rid of the glitch.

As |'ve already said, though, my version of
Conpetition Plus, which I'"'mtrying to get a trademark on
t hat name, Conpetition Plus, envisions that you would do
sonet hi ng about the other thing and then do conpetition.

So, these are the things that | want to talk
about that potentially represent deviations fromthe Econ
101 appl es, oranges, w dget type nodel. Variable
quality, w dgets were wi dgets, apples were apples.

Actual |y, today apples are not apples at all anynore.
They're just red blobs. But in ny day, apples were
apples. But in health care, as everybody knows -- well,
actually, people kind of ignored this for many years, but
as we're now tal king about in great detail, product
quality is variable. A doctor is not necessarily a
doctor, a hospital is not the sanme as any other hospital,
even though they're all |icensed by the state and

rei mbursed by Medicare.

Second, consuners are inperfectly and
asymretrically informed. Actually, the asymretry works
both ways, if you think about it. About the process of
care, of course, mnmy doctor knows nore than | do about
what | want to get out of care. | know nore than ny
doctor knows about that, and we have to kind of tell each
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ot her.

Then insurers set prices or adm nister prices.
"Il fuss a bit about whether we really ought to cal
them that, but there's sone econom c nodel s of
adm ni stered prices that | want to use, so I'Il stick
with it.

Sone suppliers are not-for-profit. That nust
make a difference, mustn't it? | nmean, the last tinme |
worked for a for-profit firmwas when | worked nmy way
t hrough coll ege selling shoes. So, | probably am
guaranteed not to be too nasty to non-profit firms here,
but I do want to say sone things that are not conpletely
conplinmentary about them And then we may, and often are
in a situation -- this is the Phil adel phia situation,
per haps, where insurers with nmarket power faced providers
with market power. So, that's what | want to tal k about.

So, a few definitions and postul ates to clear
away the underbrush. Conpetition can obviously nmean a
|l ot of things, and | mean here the general idea of free
entry by many firms subject to a break-even constraint.
VWhet her or not that actually reproduces the perfectly
conpetitive equilibriumof the textbook, of course, is
what the discussion is all about. But at |east the
medicine is free entry, lots of firnms subject to a break-
even constraint.
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This is actually a sonewhat argunentative
proposition fromthe viewpoint, at |east, of some of what
| heard today from Tim Muris and from sone of what | saw
in some of the publicity material for this session, and
it's an exanple of where the econom sts and antitrust
| awyers maybe aren't quite marching armin arm

So, here's what economi sts think is great. W
think the best possible thing is whether arrangenents
maxi m ze the sum That should be S-U-M | have to
revise these. These were dictated rather than -- or
maybe the spellcheck made up its own m nd here. But the
sum the arithnmetic conbination of consumer and producer
surpluses is what we want to nmaximze. Net welfare. And
why that has an edge to it is that sonetinmes, the
arrangenent that does that doesn't necessarily maxin ze
consumer surplus al one.

So, maxim zing consumer welfare is not really
what economic efficiency is necessarily all about and
that, particularly in the case of nmonopsony, |'I|l get to,
rai ses some issues that | think need, at |east, to be
recogni zed and t hought through. And then |'ve tal ked
about the theory of second best. 1've already said
sonet hi ng about that.

VWhat conpetition alone can never do, it can't

get all or even nobst of the uninsured insured.
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personally think that's the biggest problemin the U S.
health care system at the nmonent. Conpared to that, |
don't lay awake at nights worrying about the absence of
conpetition nearly as nuch, although every other Thursday
| do try to do that. But the problem of the uninsured, |
t hink, for the nost part, is actually not cherry picking.
It's the fact that there are a lot of -- it's because of
two facts. One fact is there are a lot of |owincone
peopl e who have a | ot better things to do with their
noney than spend it on health insurance, and the other is
-- it's sort of the opposite of cherry picking -- there
are a |l ot of people who don't value insurance as nmuch as
it costs. So, they don't buy it for various reasons.

Conpetition, alone, can never stop the real
growth in nmedical care spending. The prinmary reason for
that is fromthe beginning of time up to the present and
even now, we know that the primary driver of growth and
medi cal care spending is the devel opnment of beneficial
but costly new technol ogy.

Now, if the biomedical engineers would just
stop, we could get control over health care spending, but
| personally wouldn't want that. |f we could make the
mar ket nore conpetitive than it is now, assuming it's not
perfectly conpetitive, the best thing that that woul d do

woul d be to produce a one-time cut in health care
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spending. But if technology continued to progress in the
sanme way, presumably the rate of growth would be about
the sanme. There may be sone nore conplicated story about
the relationship of conpetition to the rate of adoption
of new technol ogy, but that's not something I'"mgoing to
get into here.

This is why | |eft out pharmaceuticals.
Conpetition al one cannot |lead to optimal rates of product
i nnovation. That's why we have patent laws and |I'd
certainly be willing to argue about patent protection and
whet her it's optiml, but that's another argunent for
anot her day.

Here again, the second to last one is also a
point that, | think, is kind of my anti-PR protective
shield line of thinking. What conpetition will do in a
perfectly conpetitive equilibriumis give consuners the
optimal |evel of quality, which nmeans the |evel of
qual ity essentially where the margi nal benefit for
i nproving quality nore, which can al nost al ways be done,
isn't efficient to do because its nmargi nal cost woul d be
greater than the margi nal benefit.

And so, it's perfectly possible, and I wll
of fer sone exanples which | think have actually occurred
in health care, to have quality that's too high rather

than too low. | don't believe that is a problemfor the
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uninsured. But | do believe it is potentially a problem
for those of us who are well-insured, well-off and well -
subsi di zed.

And, finally, this was an attenpt to say
sonet hing positive with a whole bunch of negatives, but |
don't think there are substantial econom es of scale, the
traditional justification for a natural nonopoly in
health care. There are a few exceptions, as Paul
menti oned, the only orthopedic group in town or sonething
like that. In sone towns, of course, everything is a
nmonopoly and there's not much you can do about it other
than tell people if you want to live in Smallville,
that's the deal. But nobst Anericans, at the nonment,
don't live there, although maybe they should go hone.

So, this is kind of what | said. Conpetitive
mar kets, at best, mninmze -- they do do good things.
They mnim ze price for a given quality, so that's a good
thing to do. So, you' re not overpaying for whatever
quality you get in an idealized conpetitive market. And,
generally, we think they choose the optinmal quality.

Just in case there were sonme other econom sts here, | had

to say this is not even absolutely guaranteed. 1In a

world of a finite nunber of products, we're not

absol utely guaranteed that conpetitive equilibriumwl]I

i nvol ve exactly the right products. But if you can have
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a pretty big variety, you get pretty close to the ideal

And this was the second point | nade, but I'll
make it again here. Conpared to its absence, the
i ntroduction of conpetition will reduce price or inprove
quality, but not necessarily both. And as a little bit
of a preview, in sonme circunstances where the market
m ght have been dom nated by a non-profit nonopolist that
attached very high weight to quality, you could, by
havi ng nore conpetition occur, actually reduce quality.
That woul d be good, but it wouldn't necessarily | ook good
to the institute of nedicine. But they' re not nostly
econom sts. And the last line is the reason.

So, what about conpetition under adm nistered
pricing? This is the nodel. Suppose sone |arge buyer --
| won't mention the name of anybody who was up at this
podium a few m nutes ago, but you know who | nean -- sets
the price for a product of variable quality and says this
is what we're going to pay for this, flat dollars period,
and then forbids or deters balance billing. So, nobody
is allowed to pay anything extra. |It's absolutely
illegal for you to exercise your constitutional right to
over pay.

Well, then what does econonics predict wll
happen? W actually have a nodel for this which has been
around for a long time. [It's sort of got polyester pants
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and long sideburns. |It's the regulated airline industry
conpetition nodel where the argunment was, back in the
days when airline fares were regul ated, because airlines
couldn't cut their price, they engaged in conpetition in
non-price ways, and the poster child for a way to engage
in conpetition that didn't sound like it was a very
efficient thing to do was the pub [ ounge. | think that
was Continental where they did some other even |ess
politically correct things fromtoday's standards to try
to boost ridership on their airline.

But one of the things they had in a couple of
pl aces in the plane was a pub | ounge where you could --
it's hard to believe thinking back -- you could unbuckl e
your seatbelt and go up and drink yourself into pleasure.
And t hat was why you should fly their airline.

The comments that were made about that nodel at
the time were, that doesn't seemvery efficient because
that actually led to too high a level of quality. |
mean, actually, the main conpetitive device then was
schedul e frequency. There were too nmany pl anes | eaving
on a given day from State Col |l ege, Pennsyl vania. That
doesn't happen anynore now that we've deregul ated, thank
goodness. But that was the idea.

But it still can happen and probably does
happen in health care where you do have this adm ni stered
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price arrangenent and it is fair to say, | think, that
Medi care is probably the primary source of adm nistered
pricing these days.

Personal |y, actually, as | was thinking about
it, I think we want to wait until Tom Scully noves on,
but I don't see any problemw th, say, breaking big
Medi care, traditional Medicare into four parts, say, you
know, just randomy assign beneficiaries to four
different firms, clone the CMS adm nistrator -- we don't
want to clone Tom because that's inpossible, but clone
sone CMS adm ni strator and have them conpete with each
other. That's kind of what the Germans did. | don't
know if it's been too successful, but you can actually do
it and then have conpetition.

But in any case, when you do have adm ni stered
price, the general idea is that conpetitors do things and
spend noney on things that would be called quality, at
| east as perceived by people nmaking the choice of what
firmto patronize, that attract business that bids away
profits. Is it efficient or not? WelIl, it Kkind of
depends on whet her you assume that you're stuck with the

regul ated price being where it is or whether you think

the regul ated price would change. |If the regulated price
is too high, you'll get excessive socially inefficient
quality. If the regulated price is too |ow, you'll get
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socially deficient quality, but at least you'll do as
good as you can, and if Tom can just figure out how to do
this and get the price exactly right, it can actually be
just as good as the conpetitive market. But that's
asking a lot of even a very unusual and acconpli shed
person to figure out exactly what the right price is.

We do see sonme evidence that this actually
happens in Medicare. There's sonme research that | did
sone years ago, but | think it probably would still hold,
i ndicating that where the prices for outpatient
henodi al ysis were set unusually high relative to costs,
al though in the short run, sone dialysis firnms mde
nmoney. |In the longer run, and in the equilibriumthat we
were | ooking at, they actually conpeted those profits
away by doing things that attracted dialysis patients.
The main thing they did there was actually very simlar
to the airline. They scheduled dialysis at nore
convenient tines, like at nights and on weekends.

Medi care HMOs attracted -- were able to nake
noney by runni ng ads, of course, showing elderly people
square dancing, which attracted |ower-risk Medicare
beneficiaries, but the evidence we have suggested that
t hey conpeted away nmuch of those profits in additional
benefits that they provided to those beneficiaries in the
formof zero prem um prescription drug coverage and so
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forth. And now that we've cut down on that cherry
pi cki ng by those Centrum Silver Medicare HMOs, a | ot of
peopl e are upset that they don't any |onger have the sane
benefits they did before.

Paul al ready nentioned this. W used to think
it also happened to hospitals in the old arnms race world.
We had a reason for thinking there. Because selective
contracting was forbidden, hospitals couldn't conpete on
the basis of lowering their price and expect to get a big
bunmp in business for that. So, they m ght as well
conpete by addi ng the | atest nachi ne.

Nowadays, it's not supposed to work that way,
al though I don't know how you feel, Paul, but | think we
probably are going to pull out of it in the face of
doubl e-digit health care premiumincreases. But | think
we went through a period there where consuners, in a way,
didn't care so much about the price of health care. They
cared a | ot nore about being able to go to any doctor and
hospital in town and they kind of returned us to the arns
race world that if we get m serable enough in terns of
rising premuns, | think that will go away of its own
accord, but we shall see.

Conpetition is always better for consuners, but
the best thing is to get the price right or either get
rid of adm nistered pricing if you can have an act ual
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conpetitive market of the real sort or set optinmal
prices.

| nperfect consuner information can lead to
nonopol i stic conpetition even with free entry. So, it's
never going to be exactly perfect. But what are you
going to do? | mean, doctors are different, and so, it
does nean that any given doctor with any given bedside
manner or technical skill probably won't |ose al
busi ness by raising price a dollar above the going | evel
in town. But the best solution, which I think we've
al ready tal ked about here, is the best information and
conpetition.

It is true, in a second best sense, if
consunmers were uninformed in a particularly biased way,
meani ng they over-demanded rather than under-demanded and
t hey paid sonmething out of pocket, nonopoly may actually
i nprove efficiency, but a far better solution to first
stimul ate consunmer demand to a situation in which
consunmers' demand is first over-stinulated by incorrect
i nformati on about nedi cal care being nore val uabl e than
it is, and then trying to danpen that demand by
overcharging them |It's pretty obvious it would be
better to get rid of both of those things. So, that
woul d be the idea there.

The nost recent manifestation of inperfect
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consunmer information is, of course, the nedical errors
controversy stirred up by the Institute of Medicine. |
think I'"m probably just going to be saying here what a
nunber of the other speakers have said. | don't
understand if there are all these nedical errors around
why they exist. Oher industries don't seemto have this
problem Vhat's the problemin medical care that allows
firms that continue to offer care that can kill you to
continue to exist, at least if that's known and knowabl e?

Where is the health care system that advertises
not we care, but we don't screw up? It seens it's
possible. And | think the debate that we are in the
m dst of having, and probably will continue to have,

t hough, is what to do about it. And the alternative, of
course, to informed conpetition is what | call a

conpassi onate conspiracy of right thinking providers.

Let all the |leaders in nmedicine get together and agree on
a set of rules and regul ations and | ooki ng over each

ot her's shoul ders at self-regulation as a solution.
Utimtely, you have to answer that enpirically.

| personally wouldn't bet on self-regul ation,
but it's worthwhile to think seriously about how to dea
with the question of what would be the best solution to
this problem and at |east show the flag for informed
conpetition and markets as a device for inproving
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quality, as opposed to rules and regul ati ons gui ded by
former editors of nedical journals and other saintly
per sons.

I nsurance in a world of provider nonopoly.
This is actually one that both Marty and | have fussed
about a good bit. The general proposition which actually
| wrote about when | still wore short pants is the idea
t hat insurance, the kind we usually have, can cause over-
consunpti on because of noral hazard. And a potenti al
solution to that problem if you think about it -- and
this actually only holds if coverage is less than 100
percent and it takes the form of a percentage co-
i nsurance, but if it does take that form having a
nmonopol i st get in there and raise the price can actually
cause consunmers to stop the over-consunpti on.

| f consumers could choose their insurance
wi t hout any interference and wi thout any inperfections,
Marty's actually shown that the situation in which
nmonopoly can be good for you will never arise. But in a
situation in which insurance is excessive, either because
t he governnent decided that you would have that amount of
i nsurance, as in the case of Medicare or because sonebody
deci ded we'd devote $140 billion of the Treasury's noney
to subsidizing health insurance for upper mddle incone
people, then in theory, you could get a second best
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solution. A little bit of nmonopoly m ght be a good

thing. But, again, you can see ny real plan here is to

argue agai nst the other defect. |If two wongs nake a
right, let's get rid of both wongs. 1In this case, the
tax subsidy and nmonopoly. It's nore efficient and nore
j ust.

Suppose providers have nmarket power. A
guestion which actually was discussed today and which is
of great interest to nme is, does it help if insurers get
countervailing power in the form of nonopsony? | think
Marty will say a little bit about this, too. Wthout
solving for kind of equilibriumstrategies, |I think you
can see that if you started off with providers having
sone nonopoly power, if you had an insurer with market
power that had either the wisdomor the luck to set its
adm ni stered price at the conpetitive |level and say,
that's what it's going to be, boys, that would actually
be better than being at the nonopoly level. Quantity
woul d expand. Quantity demand woul d expand because price
woul d be | ower and things would work out fine.

Monopsony, | want to nake a point here, is not
necessarily inplied just because there are a small nunber
of sellers of insurance. The other thing you need to
have it happen is that the supply curve of care be upward
sloping and it isn't necessarily, if you think about it,
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for all kinds of care, like hone health care. It uses a
relatively small fraction of nursing personnel. There's
a price that covers their cost. |If you don't pay it, you

can't be a nonopsoni st and get the price below that.
People will just stop rendering it. What the supply
curve of hospitals |ooks like, it would probably be
interesting to explore.

Monopsony, though, doesn't necessarily --
renovi ng nonopsony -- nonopsony is inefficient because it
hel ps buyers less than it hurts sellers. Now, of course,
if the buyer, as in health insurance, also has a nonopoly
in their product -- so the nmonopoly health insurance, the
two duopolists in the Phil adel phia are not only
duopsoni sts, that's even nore fun to say than
nonopsoni st, but they're also duopolists if they're
profit maxim zers, you can show that's actually worse
t han not havi ng nmonopsony at all. But at least it's
possi ble to think about. And, occasionally, our Blue
Plan argues it's like this. To think of it as not a
profit-maxim zing entity but a consunmers' cartel, in
whi ch case, it could force down prices which could
i ncrease consuners' welfare, but, of course, would worsen
producers' welfare, and on bal ance, we'd be worse off.

So, consumers' cartel as a consumer, that's
fine for ne, | guess. But as sonebody who teaches MBAs
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who will work in the health care industry, |I'mnot sure |
want those provider surpluses totally di mnished.

How about non-profit firnms? 1'Il try to nove
qui ckly through these. In conpetitive markets, of
course, all firms are non-profit effectively. Anong
hospitals, the evidence that |'ve revi ewed suggests that
there isn't really much difference. For other services,
i ke nursing home care, it looks like for-profits may be
better, at least in terns of quality and efficiency. At
least in terns of quality, at |east there's sonething
good to be said about -- I'"'msorry. Non-profits may be

better in things |ike nursing home care, dialysis units

and so forth, at least in terns of quality. | don't know
about efficiency. It seens |like non-profit ownership and
i nsurance -- Paul did sonme of this work years ago -- it

doesn't seemto have any socially redeem ng val ue.

| think 1've already said this -- oh, no, |
haven't said the first one. Monopoly is bad if the not-
for-profit is a for-profit in disguise or a doctor's
wor kshop. So, just because a hospital is nom nally not
for-profit, at |east we've specul ated, and nobody has
proved to the contrary, that it m ght not actually be
setting the price a nonopolist would set and then, in
effect, using the noney either to enrich doctor's --
there's a conplicated story of how that can be done -- or
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even if it's run in the interest of the Little Sisters of
the Poor, so you're setting nonopoly price in order to
maxi m ze charitable contributions, that's still bad for
consunmer welfare and there's a way to i nprove efficiency.
That's what the second point says.

So, nmy conclusion is that Medical services and
health insurance are not so different. After all, for
one thing, people are people, and for another thing, they
respond to incentives. So, nost of the tinme, it's just a
matter of getting the incentives right as usual. The
whol e worl d | ooks like that to econom sts.

Secondl y, though, while there are sone
di fferences, nore conpetition is usually the best
medi cine and | guess this is the primary take-hone
message. When conpetition isn't the best nedicine taken
al one, which is sonetinmes the case, it usually is best if
conbi ned with sonet hing el se.

Thank you.

(Appl ause.)

DR. GAYNOR: Great. Well, that sounds two
cheers, maybe two-and-a-half cheers for conpetition on
Mark's part. |I'mfromthe other nonopsonized,
nonopol i zed nmarket at the other end of the state of
Pennsyl vani a, Pittsburgh, in which we have one doni nant
health i nsurer and one dom nant hospital. | don't know
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if that's why we were chosen to constitute two-thirds of
t he panel here today, but it does make for some intrigue.

Thanks, I'mvery glad to be here. | think the
Federal Trade Conm ssion and the Departnent of Justice
are to be commended for reenphasi zing health care as an
area of enforcenment and for holding hearings in this very
i nportant area.

Before starting ny presentation, | thought |I'd

start off by reading you ny horoscope fromtoday. It so
happens, | got here early and | happened to glance at it
in the Washington Post. | read the nost inportant part

of the Post first, the sports, and then | noved on to the
funny pages. It just so happens, the horoscope caught ny
eye and it seened fitting for today's activities. Now,
this is a horoscope by Sydney Omarr for Gem ni for
February 26th, 2003. The day features an aura of nystery
and intrigue. You have a right to know where npbney and
ot her val uabl es cane from and where they ended up.

So, what does that have to do with these
hearings? Well, | think it has sonething to do with

t hem To sonme, how health care markets work is a

mystery. | think Mark's done sonmething to clear that up
and | hope to do a little bit of that today. Intrigue,
well, any time we're tal king about antitrust enforcenent

or perhaps activities along the Potonmac, we're certainly
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talking intrigue to some degree. Now, | suppose today's
and the next couple of days' activities are unlikely to
make it into the Spy Miseum el sewhere in town, but
there's certainly some elenment of intrigue. And you have
a right to know where noney and ot her val uabl es cane from
and where they ended up. Well, this is what econom sts
do. \Where did the noney come from and where did it go?
Ot her val uables, well, quality is certainly one of the
nost i nportant areas that we're going to be tal king about
today, and so, | thought this was particularly fitting.

Let me start giving you an outline. M crosoft,
being the evil enpire, did sonething to change the little
| ogos here in ny Power Point slides. | don't know what
t hese happy faces are, but | can assure you, | did not
put themthere. But that's a nonopoly of a different
stripe and that's not my topic today.

So, let nme lay out what |I'm going to cover in
my talk. 1'mgoing to talk about some general issues
surroundi ng conpetition and health care markets, and Paul
has laid out a lot of facts for you and Mark has very
ably covered the waterfront as well. So, |'m not going
to attenpt to cover all the issues. [I'll focus on the
i ssue of whether antitrust enforcement makes sense for
health care markets. | will then nove on to discussing
gquality and conpetition in health care markets, which is
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the | abel ed focus of these hearings. |In particular, 1"l
cover what | think we know and what we don't know about
this issue, and then ultimately what this neans for
antitrust policy in the large and in the small.

So, general issues on health care markets, is
health care different? WII, yes and no, on the one hand
and the other hand. | haven't found a one-handed
econom st as of yet. Health care is not |ike a perfectly
conpetitive textbook market. So, that's a yes, but on
t he other hand, alnobst nothing is. This sort of
conparison, in some sense, is trivial. Alnost al
mar kets are different froma textbook perfectly
conpetitive nmarket.

The markets for conputer operating systenms and
cenent are very different, right? W can think of lots
of ways in which they're different and I don't need to
expl ore those for you. That inplies different econom c
analysis if we want to understand how those markets work
and, of course, different antitrust analysis and
treat ment.

Now, on the yes side, health care has sonme
specific characteristics we nust take account of in
econom cs and in antitrust. Now, at one level, this is
certainly consistent with a standard antitrust view of
case specific analysis, right? Each case is unique, the
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facts are critical and while | say there's no single
aspect of health care as a product or market that is
unique in and of itself, there are other markets with
asymretric information. There are other markets with
i nsurance. There are other markets with variable
quality.

Health care is unique in having a particular
constellation of these characteristics and in their
i nportance. Quality, in particular, is promnent in
health care. Not in all kinds of health care as Mark
said very ably. There's actually a |arge chunk of
servi ces bought and sold that | ook pretty nuch |ike any
ot her kinds of service. But there's certainly services
for which quality variation is |arge and that variation
is particularly significant.

Can markets give us what we want in health
care? We're asking the question, is health care
different, can health care do the job? W're very
confortable with markets doing the job for us with things
li ke pencils, food. What about health care? This is
100, 000 foot policy question, if you will. WelIl, let ne
back up. There is a 100,000 foot policy question about
whet her we want a market system or not for health care in
the U.S. Let ne suggest that this is not on the table at
present and won't be for the foreseeable future, which in
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Washi ngton, of course, neans the next election.

So, at present, we rely on a market system for
health care. The presunption of antitrust is that
conpetition is good and, in particular, unregul ated
nmonopoly is bad, and I"m going to come back to thinking
about a nonopoly as an alternative throughout ny talk.

So, the question is, is this true for health care because
that is presunption of antitrust?

Well, let's think about two alternatives. [|I'm
not going to suggest these necessarily exhaust all of the
al ternatives, but two alternatives. One extreme is no
regul ation at all, period. Conpletely unregul ated
mar kets. So, there's a possibility of an unchecked
monopoly. | think that this is sonething that nost
reasonabl e peopl e can agree that conpletely unchecked
nmonopol y, unregul ated nonopoly, is bad. Regardless of
how well you |ike markets or not, you probably don't Iike
the idea of monopoly with no checks on it whatsoever.

So, another alternative is self-regulation.

So, we can let the market participants regul ate

t hensel ves, again, without any interference by governnent

authorities, enforcenment agencies in particular. 1In

ot her words, |et physicians and hospitals police

t hensel ves. There are various proposals that anount to

this, at least in sone form There's been | egislation
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proposed to exenpt physician practices fromthe antitrust
| aws, the Canpbell Bill of a Congress or two ago, Barr-
Conyers, another version of that. The quality
i nprovenent novenment presunes that it's all done by the
pr of essi on and i gnores markets.

Now, this presumes that physicians, say, care
about patient well-being and will enforce behavi or anong
t hensel ves that maxim zes social welfare. It certainly
takes care of patients' welfare. Another way of thinking
about this, well, could we put Marcus Wel by in charge?
Well, how likely is this to give us what we want? |
think there are sonme very serious flaws with this.

Doctors certainly do care deeply about their
patients, but | don't think it's a bad thing to say that
other things matter to themas well. There's nothing
wrong with that, but then that's going to nake reliance
on self-policing problematic. There are going to be
tenptations to do things, for exanple, that increase
income at the expense of patient welfare, even if that
doesn't nean, and particularly, if it doesn't nean
conprom sing the health of patients. So, even Marcus
Wel by m ght do the right thing by his lights, but end up
doi ng the wrong thing for society.

Further, inclination anong physicians is to

focus on nedicine, not nmoney, which again nakes an awf ul
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| ot of sense. But patients care about noney as well as
medi ci ne. Self-regulating doctors, |ike any other self-
regul ati ng profession industry, may not do a very good
j ob of bal ancing these things.

We probably want physicians concentrating on
medi cine. At least, | think, when | see ny doctor, |
think that's what | want himconcentrating on. Last, |
t hi nk professionals have a hard tinme regul ating
t hensel ves. O necessity, there is a great deal of
i ndi vi dual situation-specific judgnent that's called for,
and this inplies a | ot of individual independence.

Again, | think that's the nature of the beast and want a

| ot of that. But that neans a couple things. [It's going
to be hard to detect problems, it's going to be hard for

col | eagues to discipline one of their own.

So, where firns' goals -- and firms you can
think here are physician practices, hospitals, insurers,
any of the market participants -- conflict with those of
society, which will win? And |I'm not suggesting that we
absolutely know the answer to that, but | think if we
t hi nk about it then, it becones obvious that there's sone
potentially serious problenms with that.

The experience that we have in nedicine is not
particularly reassuring. Mark mentioned nmedical errors
that were described in the Institute of Medicine report a
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coupl e years ago and have been the focus of a great dea
of attention. That's certainly not very reassuring in
terms of not so much necessarily quality issues but nore
price issues. There's a long history of antitrust
vi ol ati ons goi ng back to the 1930s on the parts of
organi zed nmedicine. That, again, certainly gives one
pause in this area. There have been nunerous attenpts to
l[imt entry into profession, taken fromrestricting
est abli shment of new nmedical schools, trying to restrict
the entry of foreign-trained medical graduates and so on,
t hat, again, perhaps are not extremely reassuring. Not
to criticize physicians individually or even as a whol e,
but there certainly are these activities that have taken
pl ace.

So, let nme then suggest that self-regulation
won't do the job alone. We're going to need market
incentives that markets will conplenment self-regul ation.
If we |look at any industry, there are always standards
boards, there are regulatory bodies internal to the
i ndustry and they work in concert with markets, but wll
not work particularly well on their own.

So, ny conclusion is that antitrust enforcenent
is acritical elenent of health policy. It preserves the
functioning of markets on which we base our system and
perhaps | don't need to say this, but I will, it's
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rel evant for all payers, not just for private payers, but
for public payers as well, Medicare and Medicaid. In
particular, if sone of the ideas that Tom Scully was
tal ki ng about earlier take place, I will think that wll
only increase the reliance of the Medicare system on
mar ket s.

Now, let me switch gears at this point and
start tal king about quality and conpetition and be a
little nore focused in this area and we should first ask
why is this inportant? | always tell ny Ph.D. students,
when they're thinking about a problem to ask at | east
two questions. Well, certainly, the first two questions.
One is so what and the second one is who cares. And if
you can't answer those in some affirmative positive way,
then let's nmove on and find another problem

So, so what? Quality can matter a lot. |
don't think | need to el aborate on that for this
audi ence. There's a |lot of variation. In sone
situations, the consequences of the variation can matter
a great deal. In sonme cases, it's |ife and death. But
even if it's not life and death, there can be inportant
functioning and quality of life that are at stake.

VWho cares? Again, | think the answer to that
is obvious. All of us care because all of us are
potential patients or we have famly and friends who are
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potentially patients and, again, nore broadly speaking,
we're all nembers of this society. So, | think these are
easy questions to answer.

What do we know? | want to divide ny
present ati on about what we do know into two pieces. What
do we know from econom c theory and then what do we know
in terns of enpirical evidence on the inpact of
conpetition on quality and health care markets up to this
poi nt .

"Il first focus on the theory because, as Mark
says, it may work in practice, but we want to know first
if it works in theory. And then |I want to focus on
enpirical evidence. And in both theory and evidence, |'m
going to divide the world into two pieces where prices
are fixed, what Mark call ed adm ni stered prices, and
where prices are free or variable or firnms set their
prices.

So, let nme turn to what we know fromtheory
generally. First, a comment. W should ask the
guestion, whether conpetition has to result in both | ower
prices and higher quality to be a good thing. |[|'mjust
rei nforcing what Mark Pauly said a noment ago, and the
answer is no. Sonme people may be willing to accept | ower
quality if the price is | ow enough and sone people nmay be
willing to pay nore if the quality is high enough. So,
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hi gh prices and I ow quality are probably bad. Low prices
and high quality are probably good. Ot her conbinations
can be good or bad. So, let's take that as a general
poi nt .

Let me now tal k about what we know from
econom ¢ theory when prices are fixed. |In this kind of
situation, and this is like the regulated airline world,
whi ch some of you may renmenber. Unbelievably, one of
t hose nodel s had conpetition not over pub | ounges but
over neals per flight, which takes some of you way back.
Conpetition over non-price aspects of the product, which
"Il call quality, but quality here could be a technical
quality or clinical quality or some kind of anenities.
Conpetition is going to lead to nmore quality in that kind
of a world.

The |l evel of quality will vary with the price.
It could be too high, too |ow or just right, and the
price will determ ne whether that's the case. So, again,
here, what we're really tal king about for the nost part
in health care is Medicare.

One other result fromeconomc theory is that
even if conpetition doesn't lead us to the right anpunt
of quality, if it's too high or too |ow, nonopoly is
worse. It always results in insufficient quality. So,
even if conpetition leads us to too |low a | evel of
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quality, nmonopoly will provide even |ess. So, nonopoly
is never a good thing in a world with fixed prices or
adm ni stered prices. Theory is very clear on that.

Where prices are variable, where firns can
choose both price and quality, theory is very unclear.
The response of the econonmic theory here is definitely
maybe and that's final. Anything can happen. A nonopoly
can under - produce quality, it can overproduce quality and
simlarly for conpetition.

Now, in specific nodels under specific
conditions, you can get definite predictions about
whet her nmonopoly or conpetition is better and, indeed,
with careful thinking, one could take some of those
conpetitions to a real world situation and try and
exam ne whether they hold. That may not be quite so
easy, but in principle, it is feasible to do that if
there are some nodels which give you results that intense
conpetition does result in lower prices and higher
gqual ity and consuners are better off. But those are only
general nodels. There are no general results that point
in that direction.

So, econom c theory here is not a general
guide. What this then inplies is this is an enpirica
guestion and, in particular, what happens could vary

across nmarkets because conditions could vary across
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mar kets, and that's inportant to keep in mnd. One of
the | ongstanding enpirical observations in health care is
there are very wide variations in anount and types of
care and expenditures on care across geographic markets.
In sonme sense, that's not particularly surprising because
we do see conditions varying across markets and all of
t hose coul d be good, all of those could be bad. Mbre
careful thinking is required on this.

Let me say one last thing about theory and then
| want to nove on to enpirical evidence. | want to talk
about nonopsony here or buyer market power. What do we
know from theory? There's no question that buyer narket
power, nonopsony, is bad. If the other side of the
mar ket is conpetitive, introducing market power on the
buyer's side is bad. It definitely reduces soci al
wel fare just |ike nonopoly.

Now, those results are when price is the only
factor. The quality is not variable, it's not free. W
don't actually know from econom ¢ theory what would
happen in markets where there's nmonopsony power and both
price and quality or product diversity are choices of
firms. We do not have results on that. But certainly
it's true for price, that there's no question nonopsony
i s bad.

VWhat about countervailing power? Say if
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t here's nonopsony on one side of the markets, suppose
that an insurer had market power as a buyer, increasing
t he market power of sellers, |like physicians -- and these
are proposals behind the Canpbell Bill and Barr-Conyers,
for exanple -- that is very unlikely to inprove matters.
The nmost |ikely outconme is it makes things worse and
you're just going to reduce consuner welfare further. It
may i nprove the well-being of sellers, but it will reduce
the well-being of society as a whole, under nost
ci rcumst ances.

As | already said, we don't actually know
anything fromtheory about inmpacts on quality. W m ght
expect nonopsony to make things worse, but so far as |
know, there are no results.

Let me now tal k about enpirical evidence.

There is a clear prediction fromtheory about what should
happen when prices are fixed, when they're not vari able.
Theory does not have clean predictions about what wll
happen when prices are variable and quality is variable
as well.

Let me first tal k about evidence from studies
that | ook at Medicare, where prices are fixed, and then
"Il nove on to studies that | ook at other insurers as
wel |, or services for other insurers.

Let me say a coupl e things about where the
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evi dence cones from These are econonetric, statistica
studi es using secondary data. There's not a | ot of
evidence at this point. [It's not like there are only two
or three studies. There are a nunmber of studies, but
there's not a | arge ampbunt of evidence. The evidence
that I'maware of to this point entirely has to do with
mar kets for hospital services. So, let ne nove on

Evi dence on fixed prices, the first study I"]
mention is a study of Medicare enrollees with AM and
this, in ny opinion, is the best, the nost careful, the
nost rigorous study out there at this point in tinme.

This study is the gold standard. There are a nunber of
ot her studies, and I'Il tell you about sone of the
results. But | think this is the best study that we have
at this point in tine.

The authors | ooked at all Medicare
beneficiaries who did not live in rural areas, the AM
for four selected years, 1985 to 1994. They found that
ri sk adjusted one year nortality, not just inpatient, but
one year nortality was significantly higher in nore
concentrated markets. So, markets with fewer sellers or
if the market share was concentrated in the hands of one
or a small nunber of hospitals had worse outcones in
terns of risk adjusted one year nortality. And the
nunbers are actually pretty eye opening. Conparing
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patients who were in the nost concentrated markets to
those in the | east concentrated markets, those in the
nost concentrated markets faced expected nortalities of
1. 46 percentage points higher than those in the |east
concentrated markets. That was an over 4 percent
difference. They also found that Medicare costs were
| ower in nore concentrated markets before '91, higher
after 1991. So, before '91, they say, well, in |less
concentrated markets, you have higher quality and | ower
costs, so that's unambi guously welfare inproving. That's
their claim After '91, it's not conpletely clear, it's
sonewhat nore ambi guous. But the results on AM
nortality are very clear.

Now, of course, this doesn't tell us about al
conditions. But in order to be precise, the study does
have to be focused.

Let me tell you about some other results.
There's a recent study that | ooked at Medicare enroll ees
with AM and pneunonia. Actually, this study al so | ooked
at HMO enrollees, but I'Il give you those results a
little bit later. They only | ooked at Los Angel es
County. They found that risk adjusted nortality was
significantly lower in nmore concentrated parts of Los
Angel es County. So, the opposite, that nortality is
worse in | ess concentrated areas and better in nore
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concentrated areas.

Now, this is only Los Angeles County, so it's a
little hard to know exactly what that neans. [It's not
clear that there's really sort of significant variation
in conpetition within Los Angeles County or not. But
these are the results and they do run in the opposite
direction fromthe study that | just told you.

Mark and Phil Held, a number of years ago,
| ooked at dialysis facilities. One of the results which
he didn't nmention is they found fewer dialysis machines
per patient provided in nore concentrated markets. |In
ot her words, |ess concentrated markets, presumably nore
conpetitive, there were nore dialysis machi nes per
patient which means that's easier to get in and get
schedul ed, nore conveni ent and presumably better service.

Literature on the medical arms race, which
| ooked at data prior to the m d-1980s, found things |ike
hospital costs, hospital inpatient |ength of stay,
service offerings, excess capacity were higher in |ess
concentrated markets. Again, presunmably in those
mar kets, nore conpetitive. The notion there was sone
ki nd of an arns race going on between hospitals, that may
be the case. | think that npst anal ysts concl uded t hat
t hat was over by the early '90s, though as Pau
nmenti oned, there nay be some regeneration of those kind
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of strategies at present.

Let me nove to the evidence on variable prices,
where prices are not fixed, and there are a few different
studi es here. One study | ooked at the effect of a nunber
of hospitals in a market on hospital profits and on the
quantity of hospital care consuned in the market. They
| ooked at isolated markets in the United States in 1990.

So, sone |large, but usually 100,000 is the
| argest mar ket because of the criteria of being isolated.
And the finding is that quantity increases with the
nunber of hospitals in the market; profits decrease. Wy
m ght that happen? This study didn't directly neasure
quality or price, but attenpted to infer what nm ght be
occurring, and the notion is that, well, if you found
t hat conpetition increased and consunption increased at
the same time, then there nust be nore val ue for noney.

Ei ther prices went down or quality went up, but there was
sonet hi ng that happened that nade people want to consune
nore, not less. So, that is evidence that conpetition

|l eads to a welfare inprovenent.

There's a study that | ooked at hospital nergers
in California in the early '90s. There were about 130
nergers they were able to exam ne. About half of those
were nergers of independent hospitals. Half were
hospitals that were nmenbers of systenms and got absorbed.
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They did not find any detectable inpact on inpatient
nortality for heart attacks or stroke patients that was
inpatient nortality only. They did find sonme nergers
increased readm ssion rates for heart attack patients,
whi ch is an acknow edged bad outconme, and early discharge
of newbor ns.

Anot her study | ooked at New York State over
nost of the 1990s, |ooking at patients receiving
angi opl asty, PTCA and CABG bypass surgery. This study
found the follow ng, that risk adjusted nortality was
| ower as a result of a specific kind of hospital
acqui sition, an acquisition where the acquiring hospital
al ready provided angi opl asty or bypass and the target,
the acquiree, did not. There were 28 such acquisitions.

In addition, | classified this under variable
prices, but rate regulation in New York State went off
t he books in 1996. So, prior to the period here, prices
are fixed; part of the period, prices are vari able.

The author of the study did not explicitly account for
t hat .

Anot her study | ooked at all heart attack
patients, AM patients, and conpared New Jersey agai nst
New York, | ooking at the period 1990 to 1996. Now,
what's interesting about this study is that New Jersey
got rid of rate regulation in 1992 and New York did not.
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So, they contrast the change before '92 and after '92 and
New Jersey did the change before and after "92 in New
York. Rate regulation went off the books in New Jersey.
After '92, it stayed on the books in New York. They
found that for these AM patients, that risk adjusted
inpatient nortality increased in New Jersey after the end
of rate regul ation.

Anot her study, this is the Los Angel es study,
| ooked at not just the Medicare beneficiaries, but also
HMO enroll ees, also with AM and pneunonia. For HWMO
enrol |l ees, they found that risk adjusted nortality was
significantly lower -- less concentrated -- that slide
reads wong -- |less concentrated parts of Los Angel es
County. So, the reverse of what they found for Medicare
beneficiaries. For Medicare beneficiaries, they found
t hat concentrati on was good for themin the sense of
| ower risk adjusted nortality. Here, concentration is
bad for HMO enrollees. It's a little bit hard to square
these two results together, but that's what we have at
this point.

One nore study here | ooked at angi opl asty
patients using a sub-sanple of California hospitals.
There were about 400 California hospitals in 1995, a
little less. They found that excess nortality was | ower
for angioplasty patients in |ess concentrated nmarkets.
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So, again, if we think that conpetition is nore intense
in less concentrated markets, this has a positive effect
on health and ower nortality.

Let me say a little something about vol une
outcone. | haven't tal ked about this explicitly up to
this point, but one thing with regard to hospital s that
one m ght want to think about in the context specifically
of, say, a nmerger is the following: There's a
| ongst andi ng observation that there's been a positive
rel ati onshi p between vol ume and outconme for treatnments of
a number of different kinds. So, heart surgery is one
exanple of that. And that's not too terribly surprising.
That accords with a | ot of popular wi sdom

If we think that there is such a positive
relationship and it's real, then we m ght think that a
merger could provide sone benefits potentially, because
if we have a nmerger and vol une goes up in the post-
merger, in the merged entity, then outcones could inprove
and that would be a good thing.

Now, there have been nmany, nmany studies of
this. These studies have not been able to establish a
causal relationship. 1It's not hard to i magi ne why. You
t hi nk about vol ume outconme, you think of chicken/egg. |Is
it that high volune is causing good outconmes or good

out comes are causing high volunme? And the answer is
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probably a little bit of both. Trying to think of sonme
third factor that affects, say, volune but not outcone,
is not so easy to cone by.

There is a recent study that | ooked at
angi oplasty in California, and this is not a perfect
study, but it is a study that, | think, does shed sone
light on this. This study nmeasured outcones in hospital
nortality and al so by whether the angi opl asty patient
requi red an enmergency bypass. That's a bad outcone if
t hat happens.

So, the finding was that all hospitals achieved
substantial inprovenents in outconmes over tinme. That
over tinme, hospitals |learned. But that volume didn't
have all that nuch to do with it. So, annual volune of
hospitals did have an inpact, but it was relatively
smal |, and cunul ative volume at a hospital had no
det ect abl e i npact on outcones.

So, | don't knowif this is the final word, but
this study does cast some doubt on the notion that
there's this strong relationship between vol unme and
outconme, and in terns of thinking about, say, a nerger,
one m ght want to rethink this.

So, let me sunmarize, what do we know? The
evidence that | told you about, the enpirical evidence is
only for hospital markets. The enpirical evidence is
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m xed. The strongest evidence | think that we have thus
far is that quality is higher in |less concentrated
mar kets, which is consistent with the notion that
conpetition does inprove quality. But |I do want to
enphasi ze that there are conflicting results across
t hese studies. The gold standard study that | did
state that is the best study, | think, that's been done
so far, does have that result. There are studies that go
ot her ways. | don't think those studies are as good if
you did sonething |like counted up the studies and said
whi ch had a result that outcones are better in |ess
concentrated markets, there would be nore of those than
studies that said it goes the other way, although |I'm not
suggesting that's a scientific method for eval uating
evi dence.

What don't we know? Well, not too
surprisingly, there's a bunch of stuff that we don't
know. We don't know how conpetition effects both quality
and price. There have not been studies that have taken
account of both of those sinmultaneously and |I'm not
faul ting anyone because it's hard to do. There's not
much that we know about non-nortality aspects of quality.
We don't know nmuch about other inportant narkets here.
The triunvirate of markets for hospital services,
physi ci an services and insurer services, there's
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virtually no evidence on the relationship between
conpetition -- enpirical evidence -- relationship between
conpetition and quality and physician service markets or
i nsurance markets.

In conclusion, quality is an inportant aspect
of performance in health care markets. It certainly
shoul d be considered in econonm c and antitrust anal yses
of conpetition. The antitrust presunption is that
nmonopoly is bad and conpetition is good. The scientific
evi dence that we have at this point is not sufficient to
reverse that presunption with regard to quality. As I
said, if anything, ny take on it is that the
preponderance of evidence is that nore conpetition
pronmotes quality rather than the other way around.

But, certainly, there's not sufficient evidence
to overturn that presunption. There is no question,
however, that quality should be considered in assessing
conpetitive inpacts and | think that will be an inportant
part of antitrust to cone.

Thank you.

(Appl ause.)

MR. HYMAN: Just a couple of brief wap-up
comrents. Please note for the record we started 10
m nutes late and we're finishing five mnutes late. So,
we picked up five mnutes that you can use when you go
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home.

Second, all of the slides that got shown today
will be up on the FTC web site early next week. [|'m not
sure about the Departnent -- no, Leslie's telling ne not

on the Departnment of Justice website.

Professor Pauly referred to a conpassionate
conspiracy of right thinking providers. The
conpassi onate conspiracy of right thinking enforcers,
that's Leslie and nmyself, have decided that we're going
to cancel Friday afternoon, the Little Rock session, and
that is primarily because there are ice stornms in Little
Rock and we don't think anyone will be able to get here.
The weat her forecasts for Boston are nore prom sing, soO
we're planning to continue Friday wi th Boston.

However, we are intending to schedule Little
Rock at a | ater date. So, we won't have them juxtaposed
nmor ni ng and afternoon, but we will get the benefit of
bot h.

Finally, 1'd like to thank you all for com ng
and thank all the speakers for the wonderful
presentations they gave and | think all the speakers
shoul d get a round of applause at this point.

(Appl ause.)

MR. HYMAN. And we will continue tonorrow
nmorning at 9:30 in this room Thank you agai n.
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at 4:35 p.m, the neeting was
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